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YOUNG FAMILIES HOUSING ACT OF 1977 



THTJBSDAY, ICABCH 31, 1977 

U.S. Senate, 
Committee on Banking, Housing and Urban Atpairs, 

Washington^ D,C, 
The committee met at 10:30 a.m., in room 5302, Dirksen Senate 
Office Buildii^, Senator William Proxmire (chairman of the com- 
mittee) presiding. 

Present : Senators Proxmire, Sparkman, Brooke, and Lugar. 

OPENIHO STATEMEUT OF CHAIRHAN FROXHIBE 

The Chairman. The committee will come to order. 

The committee is opening hearings this morning on S. 664, the 
Yoimg Families Housing Act, the principal sponsor is Senator 
Brooke. This is a bill proposed by Senator Brooke and cosponsored 
by a number of other Senators. We are also holding hearings on S. 
1078 which is proposed by the administration and introduced by 
myself and Senator Brooke to provide for an expanded graduated 
payment mortgage program for FHA. 

These two bills could be thought of as the tip of an iceberg. They 
represent a very small component of a major movement which is stir- 
ring the housing field today — the interest in new, alternative mort- 
gage instruments. The significance of this movement is considerable, 
because its impetus comes, in part, from two major trends influencing 
public housing policy today. 

The first of these two forces is the growing concern over the so- 
called affordability gap in housing — the fact that escalating house 
prices, interest rates and operating costs such as utilities have driven 
the cost of home ownership beyond the reach of most American fami- 
lies. In a society which believes as we do in the value of home owner- 
ship to both the individual and the community at large, the fact that 
most people cannot afford to buy a house cannot be tolerated. 

The second force behind the interest in new mortgage instruments 
is the compelling idea that consumers should, to the extent possible, 
have freedom of choice. People have differing life styles, needs, and 
tastes, and it makes sense to let them exercise their own judgments of 
what they need and want in buying and financing housing. Accord- 
ingly, it IS desirable to let consumers choose alternatives to the tradi- 
tional, level payment mortgage, provided that we can assure that their 
choice is an informed one which truly understands the benefits and 
drawbacks involved. 

(1) 
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It would be inaccurate to say that these hearings or these two bills 
deal comprehensively with the questions of home ownership afford- 
ability or the desirability of new mortgage instruments in general. 
Both of these subjects reach far beyond the scope of the issue at hand. 
The committee has held hearings on new mortgage instruments and 
on variable rate mortgages in the past. We have also, of course, devel- 
oped programs over many years to deal with the most significant 
variable in housing affordability — mortgage interest rates. We will, 
in the future, schedule further, much more comprehensive hearings 
on both subjects. 

Nevertheless, today's hearings deal with an important first step in 
the consideration of home affordability and new mortgage instru- 
ments. That step, which is contained in both S. 664 and S. 1078, is to 
allow FHA to insure graduated payment mortgages in an unlimited 
volume. At present, FHA is insuring these GPMs up to one percent 
of its volume, under experimental authority contained in Section 245 
of the National Housing Act, as amended in 1974. 

There are potential problems with the GPM. It may be that con- 
sumers will have difficulty in understanding it, and will select it 
against their own interest. There are questions about what will hap- 
pen when their incomes do not rise as much as expected. There are 
serious questions as to whether lenders will even want to offer GPMs, 
given the fact that they involve a lower cash flow in the early years 
than a standard loan. And finally, there is the significant contrasting 
danger that the availability of the GPM would tend to allocate loans 
toward young but potentially affluent suburban borrowers, and away 
from the moderate-income, urban families who already have such 
difficulty affording a home. 

Despite these open questions, I think the expansion of GPMs for 
FHA loans is an extremely attractive idea. I commend Senator 
Brooke for his leadership which has been so conspicuous not only 
here but in many other areas, in housing and elsewhere. 

Senator Brooke, I understand you have an opening statement. 

OFENINO STATEMENT OF SENATOR BROOKE 

Senator Brooke. Yes. Thank you, Mr. Chairman. 

Mr. Chairman, since 1970 there has been a steady decline in the 
number of families who can afford to buy their own homes. A report 
lust completed by the Harvard-MIT Joint Center for Urban Studies 
found that only 27 percent of American families could afford to buy 
a median priced home in 1976 compared with 46.6 percent of all 
families in 1970. And that same report warned us if new home prices 
continued to rise at their 1970-76 pace the typical new home would 
be selling for $78,000 in 5 years and only the highest income families 
would be able to afford those houses. 

The families who have been most affected by this affordability 
problem have been young families and young single persons of mod- 
erate incomes who are trying to purchase a home for the first time. 

As a Congressional Budget Office report on home ownership which 
was released in January of this year observed, the first-time home 
buyer is confronted by the full spectrum of cost increases, changes in 
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sale price, interest rate, property tax, hazard insurance, maintenance 
and repairs and heating and utilities. There is an increasing proportion 
of families in the 25 to 34 years old age group seeking to buy a home 
for the first time. They are finding that they are unable to afford the 
homes which their older brothers and sisters bought just a few years 
ago. 

The two principal obstacles to home ownership for these families 
have been high monthly mortgage payments and increasing downpay- 
ment requirements. The Congressional Budget office study reported 
tliat the cost of a median priced new home for first time home buyers 
has risen almost twice as fast as their incomes and that downpay- 
ments on median priced new homes have risen almost 1% times as 
fast as their incomes during the period 1970-75. 

Over the past year, I have been working with Dr. Kenneth Rosen, 
professor of Economics and Public Affairs at Princeton University, 
on a proposal to assist these families in buying a home. I introduced 
the Young Families Housing Act on July 23, 1976, and, as you will 
recall, Mr. Chairman, 3 days of hearings on that bill were held by the 
Subcommittee on Housing and Urban Affairs in August of last 
year. 

The bill introduced last year established a new FHA insured mort- 
gage instrument, an equity adjusted mortgage, which would reduce 
monthly payments during the early years of a mortgage and would 
increase those payments proportionately during the later years. 

After the hearings on the bill President Ford announced last Sep- 
tember that FHA would initiate an experimental graduated payment 
mortage program which was similar to the approach contained in 
my bill. The ^aduated payment mortgage utilizes the same princi- 
ples as the equity adjusted mortgage and appears to be more accepta- 
ble to the lender and more understandable to the prospective home 
buyer. 

The bill which I reintroduced this year. Senate 664, provides au- 
thority for FHA to make its experimental graduated payment mort- 
gage program a permanent program. The GPM is structured to take 
account of the fact that a young family's income and the value of its 
home are likely to rise over the life of the mortgage. I believe that 
the GPM will give more families the opportunities to buy a home and 
to begin to build equity for the future. 

The second provision of the bill allows the creation of a new type of 
tax-exempt savings account, an individual housing account. It would 
allow first time home buyers — and only first time home buyers would 
be elirible — to accumulate the equity for a downpayment on a 
home. This savings account which operates on a similar principle to 
the individual retirement account would permit a potential home 
buyer to deposit up to $2,500 a year to a maximum of $10,000. This 
amount would be deductible from income for income tax purposes 
and the interest income would be exempt from taxation. 

Senate 664 contains one provision which was not present in last 
year's section providing for individual housing accounts. This would 
provide for recapture of a portion of the taxes foregone at capital 
gains rates upon sale of the home. This would be accomplished by 
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reducing the basis in the house at the time of sale by the amount of 
the downpayment which derived from the individual housing account. 

Mr. Chairman, I am pleased that S. 664 has 21 cosjponsors, including 
the very distinguished chairman of the Housing Subcommittee, the 
father of housing, Senator John Sparkman of Alabama, and Sen- 
ators John Tower and Thomas Mclntyre, John Heinz, and Richard 
Lugar of this Banking Committee. 

I am particularly pleased that our chairman, Senator Proxmire, 
had decided to support the graduated payment mortgage proposal 
and he has introduced Senate 1078 which I cosponsored which is sub- 
stantially the same as the first section of S. 664. I hope that our dis- 
tinguished chairman will become convinced of the wisdom of the 
individual housing account portion of the bill during these 2 days of 
hearings. 

Mr. Chairman, I believe very strongly in the need for this bill in 
order to restore the possibility of home ownership for millions of 
American families who may otherwise never have the opportunity to 
buy a home. Home ownership has always been the principal way in 
which American families acquire equity and a stake in our society. 
If the majority of our young families are deprived of the opportunity 
for home ownership, I believe that we will lose one of the most im- 
portant stabilizing forces in our society. The Young Families Hous- 
ing Act will not only promote that stability but also help these families 
achieve their dream of owning their own home. 

Mr. Chairman, it is most appropriate that our first witness today is 
Dr. Kenneth Rosen, Professor of Economics and Public Affairs at 
Princeton University. I want to welcome Dr. Rosen as a witness be- 
fore our committee. Dr. Rosen testified before us last year and was 
most helpful in explaining the dynamics of the housing market and 
the need for innovative proposals such as a new mortgage instrument 
and an individual housing account. Dr. Rosen has worked very closely 
with me on the concept of the Young Families Housing Act for 
more than a year and I want to thank him personally for his useful 
contributions to this committee and to the housing field. 

The Chairman. Thank you. Senator Brooke. 

We have a statement of Senator Mclntyre which we'll insert in the 
record at this point as though read. 

STATEMENT OF SENATOB HoINTTBE 

Senator McIntyre. Mr. Chairman, early passage of the Young 
Families Housing Act is essential and I am pleased to be a principal 
cosponsor of this legislation with my good friend and colleague. Sena- 
tor Brooke. 

The most dilBScult problem facing potential first time homeowners 
today is the ability to meet down payment requirements on home pur- 
chases. S. 664 addresses this situation by providing tax-exempt home- 
owner savings accounts to potential homeowners. Young couples will 
be particularly aided in that they would be able to put up to $2,600 a 
year aside for individual home purchases with a maximum $10,000. 

The bill also assists home purchases by encouraging the use of a new 
type of mortgage instrument — a graduated payment mortgage. This 
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type of mortgage would make it possible for young families to make 
smaller monthly payments during the early years of homeownership 
and proportionally larger payments later. Younger families are find- 
ing it increasingly difficult to make ends meet and a graduated pay- 
ment mortgage should help a young couple in the early years of 
marriage. 

The problems of down payment requirements and the ability to 
meet monthly payments are the two biggest blocks to homeownership. 
Early passage of the "Young Families' Housing Act" is of funda- 
mental importance if the American dream of homeownership is to 
remain an attainable reality. 

The Chairman. I have a note from the leadership which says any 
Senators who have amendments to Senate Resolution 110 — ^that's the 
ethics bill — please come to the floor as soon as possible. I don't think 
that applies to any of us, so we are all set to go. 

Senator Brooke. As important as ethics is, Mr. Chairman, I think 
housing is even more important at this point and I forego that op- 
portunity. 

The Chairman. I agree with you. 

Senator Sparkman. We live closer to it. 

The Chairman. We certainly do. 

Dr. Rosen, we are very happy to have you with us this morning. 
You appeared before our committee before and I think you have a 
superlative statement. Go right ahead, sir. 

Incidentally, I'd like to apologize to Senator Brooke. He was very 
anxious to have us start at 10 o'clock and as you know we had these 
hearings we just had to have on acting on the nominations. So I would 
like to have the witnesses, if they could, make their statements as 
concise as possible. We will print the complete statements in the 
record. 

STATEMENT OF KENNETH T. KOSEN, FBOFESSOB, FBINCETON 

UNIVERSITY 

Dr. RosEx. Thank you. Senator Proxmire and also thank you Sena- 
tor Brooke, for the kind introduction. 

What I'd like to do today is somewhat different than the usual type 
testimony I give. I have a number of charts and I'd like to go over 
them and I'm not going to read my statement at all. I'd like to show 
the charts and to demonstrate what I think the cause of the present 
housing problem is and how the graduated payment mortgage and 
individual housing account may help alleviate this problem. 

I guess first I should say that you all realize we are in the middle 
of a major housing recovery at the moment. Single family starts and 
existing home sales are at near record levels and some people may 
think they don't really have a housing problem at the moment. 

Despite the short term boom, however, I think the fundamental 
long-term outlook for housing has gotten much worse and I think 
that the main reason for this is that we are on the verge of a major 
explosion in housing prices and I will go over that in my testimony. 

We have all seen the reports that have come out in the last 2 or 8 
months — the Joint Center for Urban Studies report, the CBO report 
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which indicated that probably 30 to 40 percent of American families 
can now afford to purchase the median priced home. This is a sharp 
change from the normal situation when approximately 76 to 80 per- 
cent of family households in the prime age group could purchase a 
home, so we are talking about a very large reduction of families who 
will be able to purchase possibly over the next 10 years. 

I think the major cause of this problem has really been a sharp ac- 
celeration in the housing prices. If you look at this first chart, the top 
portion of the chart, I show the overall rate of inflation first and you 
can see that's about 7.7 percent in the last 6 years (see chart on page 
41). At the same time, home prices have gone up much faster than the 
overall inflation. New home prices have gone up 9.4 percent and exist- 
ing home prices at 10.7 percent per year. What this means is a new 
median priced home is selling for about $47,500. The median existing 
home is selling for $40,000. Wliat we have seen happen is the cost of 
home ownership has risen substantially relatively to the rate of 
inflation. 

In addition to the price effect, we also have the downpayment effect 
and I think this is something that perhaps not enough attention has 
been given to. Everybody looks at housing prices and says they are 
rising very fast and it's a problem, but the downpayment is the ma- 
jor constraint that's facing young families and the average downpay- 
ment was about $11,500 on the conventional home in 1976, and what 
again this implies is it's very difficult for the young family with an 
average income to save that amount of money. 

What I'd like to do now is look at the outlook for the next 10 years 
because when talking about policy for the housing market and this 
young families housing program I think the key question is what is 
going to happen in the next 10 years especially for young families 
because that's the group we're talking about, helping with this 
program. 

If you look at the bottom portion of this chart you will see that 
assuming we had a 7 percent inflation rate in the overall economy, the 
forecast for housing prices in the next 10 years is for a major explo- 
sion in housing prices. The situation will become much worse. Accord- 
ing to figures I have — and this is derived from an econometric model 
that I have built with Professor Jaffe at Princeton, the averaspe new 
home in 1986 will sell close to $90,000. This is almost a doubling of 
the present price. 

The Chairman. What year is that ? 

Dr. Rosen. 1986, which is 10 years down the road. 

Senator Brooke. That's the average cost ? 

Dr. Rosen. Of a median priced home. Now what that means is the 
rate of inflation in new home prices is about 10.7 percent a year and 
if the overall inflation rate is goinje: up 7 percent a year you're devel- 
oping a major gap in the affordability of a house. 

At the same time — and I think this is something that again I'd like 
to emphasize — the downpayment requirement would become very 
substantial. We are talking about the downpayment that could be 
between $22,000 and $25,000 on a median priced home. So again 
you're talking about accumulating a very substantial sum of money. 



Digitized by 



Google 



Now this housing market inflation, as you can see from the chart, 
is forecast to be 10.7 to 10.9 percent and if you take this effect into 
account with the mortgage interest rate — and this is a major finding 
of the work I have dpne — is that the mortgage rate, if we have a 7 
percent inflation rate over the next 10 years, we're talking about a 
mortgage interest rate of 10.7 average over the decade and at times 
going over 11 percent. 

TVnat that means is the cost of home ownership, if you take into 
account the house price increase plus the cost of mortgage money in- 
crease, you're talking about a cost of home ownership that's rising at 
about 12 percent a year. So that even if you assume that there is some 
increase in real income of let's say 2 or 3 percent a year, there's going 
to be a gap of about 3 to S% percent a year for households in terms 
of buying, being able to afford to buy a house. 

Now if you switch to the next chart (see chart on page 40) you can 
see this price problem is going to be compounded by a major boom in 
household formation. As everybody is probably aware, the post-war 
baby boom is coming on the housing market during this next 10 years. 
From 1968 to 1974 we had 5.4 million households formed. These are 
family households that I'm talking about, and the focus on this bill 
is on young families and I define that as being between the ages of 25 
and 40. 

Of these, about 4 million were able to purchase a home. So it's about 
75 to 80 percent of households in the prime age that have been able to 
buy homes. In the next 10 year period, we are forecasting a 31 percent 
increase in the number of young households who would be coming on 
to the market, which is a very substantial increase, it will be the big- 
gest increase we hav^e had in our history in terms of people coming 
on to the market. 

Based on this projection and home ownership cost projections only 
about 2.8 million of these people will be able to buy a home. Normally 
it would be about 5.3 million. So we are talking about 2.5 million 
people who will not be able to buy a home which they normally would 
have liked to purchase. I'm still assuming there will be about 26 per- 
cent of the people who will want to rent. I'm assuming there will be 
no shift in that proportion. We're talking about 2.5 million families 
households who will be priced out of the market and will not be able 
to purchase a home if these price and cost projections are reliable. 

Now there's one other problem associated with the housing market, 
especially with the effect of inflation on the housing market. This is 
really the problem of the standard level payment mortgage instru- 
ment and how effectively it can meet the needs of households. If we 
turn to the next chart (see page 42), you will see that the standard 
mortgage instrument has a very distorted payment stream because of 
the impact of inflation. The standard mortgage instrument basically 
is a level payment of mortgage and assuming we had no inflation the 
households would have to pay about $2,768 a year on a $30,000 loan. 
This is the amount of actual payments that a household would make. 
If we have a 5-percent inflation rate, you're talking about the mort- 
gage rate being pushed up to 8^^ percent. So you're talking about 
payments that approach $3,000 a year to amortize the same mortgage. 
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The payments are made constant over time and while it may work 
very well for the lender, and even then I'm not sure it does if the 
lender has not anticipated inflation. But assuming he has, it doesn't 
work very well for the borrower because it does not take into account 
the fact that the borrower can expect his income to go up roughly at 
the rate of inflation. 

What happens is there is a major mismatch because of the mortgage 
instrument. As a percentage of the income the real payments decline 
sharply over the life of the loan. If the household put up 20 percent 
of his income initially for the mortgage, assuming a 5 percent infla- 
tion, he may be paying only about 3 percent of his income for that 
same mortgage instrument by the 25th year of the loan. 

This problem is known as an inflationary gap. There's an inflation 
gap because if inflation causes mortgage interest rates to go up, as we 
expect them to, then a number of households can no longer afford the 
standard mortgage instrument. 

What I'd like to do now is explain how the Young Families Act 
would try to meet the cost escalation and the downpayment problem 
and the mortgage instrument problem. 

Basically there are two elements to the Young Families Housing 
Act. The first element is a graduated payment mortgage instrument 
and the second element is the individual housing account. 

As compared to the conventional mortgage loan, a graduated mort- 
gage payment loan provides lower monthly payments on a mortgage 
during the initial years of the loan and higher payments in the later 
years of the loan. This loan pattern attempts to offset this mismatch 
we have seen in the first diagram. The payment pattern allows the 
household to take advantage of the positive effects of inflation on 
increasing his money income and on increasing the property value. 
A number of different types of graduated payments are now being 
insured on an experimental basis by FHA and the amount of gradua- 
tion varies from 2 percent to 7^/^ percent with the graduation lasting 
from 5 to 10 years. 

I think the GPM, which is a shorthand name for the graduated 
payment mortgage, should be especially appealing for the Govern- 
ment because it provides a way of improving the ability of households 
to buy a home without costing the Government any direct Federal 
expenditures. 

What is required in this bill is that the FHA insure such loans on 
more than an experimental basis putting it on a permanent basis, and 
I think we should also put a statement in this bill encouraging Fed- 
eral regulatory aijencies — the Federal Home Tx)an Bank Board, the 
Federal Reserve Board — ^to allow and encourage the granting of this 
type of loan. I think it's not enough to have the FHA do this sort of 
thing, but we have to encourage the private market to do the same 
sort of thing. 

At the moment, FHA may account for 8 or 10 percent of the mar- 
ket, so you're talking about 90 percent of the market being served by 
the conventional mortgage instrument. So we would like to encourage 
the conventional market to do a similar thing. The private insurance 
industry has said they will insure such loans, so there should be no 
extra risk associated from the point of view of any S&Ls or a bank. 
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They can get private insurance money on these loans so there will be 
insurance comparable to the FHA insurance. 

Now if we turn to the next chart (see page 34), I'd like to show 
you what the graduated payment instruments that HUD has devised 
will do for the household. You can see they are basically four lines 
here. The first line is the standard mortgage instrument. This is for a 
$30,000 loan amortized over 30 years and this is the standard instru- 
ment and you can see it's a level payment over time. 

What the GPM payments do is they reduce the initial payments for 
a 5 or 10 year period with the payments then graduated up for the 
first 5 or 10 year period and then from that point on the payments are 
somewhat higher than they would be under the conventional instru- 
ment. Even under the steepest graduation plan of HUD the payments 
are only about $200 more from the fifth and tenth year than they 
would be otherwise. So you're talking about a modest increase after 
the fifth or tenth year but you're talking about an additional reduc- 
tion that could be anywhere on the order of 28 percent for the 8^ 
percent — 3 percent of graduation, 10 year instrument. 

What that means is that if you're talking about purchasing a 
$40,000 home, and there's no reason that the young household has to 
purchase a median priced home — he probably would purchase a house 
that would be below the median price — the household earning only 
$12,000 a year could now enter the housing market as compared to 
somebody who previously had to earn about $16,000 a year. 

So the focus of this graduated payment mortgage is reducing the 
initial year to year payment. I think the key thing you should think 
about in terms of alternative mortgage instrument is there's no reason 
that we should not provide the consumer with a choice. We are not 
saying the consumer has to take this and I think in any sort of 
alternative instrument you should spell out very clearly what the 
consumer's obligations will be over a period of time. 

What we are trying to do with this instrument is provide the con- 
sumer with a choice and in no way requiring that he take this type of 
instrument. 

I would like to suggest one change in the HUD plan and the change 
I would like to suggest is that HUD also consider insuring instru- 
ments that have a somewhat longer graduation period. In particular, 
I'd like to see them issue a 5-percent or 7yo percent 10 year graduated 
payment mortgage loan. In other words, have the graduation go for 
a 10 year period. As you can see, only the 2 or 3 percent loans are 
graduated over a 10 year period and there's no reason they could not 
do the same thing with the 5 or 7i/^ percent loan. That would obvi- 
ously reduce the initial mortgage payments more and provide even 
greater opportunities for home ownership. 

I'd like to move now from the graduated payment instrument to 
the individual housing account and I suspect that's the portion of the 
Young Families Housing Act that's most controversial. Basically, the 
individual housing account Senator Brooke has described provides 
for the households to be allowed to deduct up to $2,500 per year from 
his gross Federal income tax and be able to put this money into a 
segregated individual housing account. He would be allowed to ac- 
cumulate up to $10,000 over the life of this account- 
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Also, there is a tax recapture provision but it's probably an imper- 
fect tax recapture. You probably won't recapture more than 25, or 30, 
or maybe 40 percent of the tax loss. So you have to realize that you're 
making a tax expenditure. But what the individual housing account 
does which I think is very useful, and it's been tried and used in al- 
most all the industrial countries in Western Europe and Canada, is 
to provide savings for housing programs. In essence you're encourag- 
ing the household to be frugal, to save his own money, and to accumu- 
late his own equity in the unit. This is done in many of these countries 
is help alleviate the capital shortage that is facing the housing seg- 
ment of the market. These plans are basically earmarked for housing. 
They know they are saving for housing and they are saving for their 
downpayment. Canada has a program like this and it has worked 
very successfully. It's been used by quite a number of young house- 
holds. Germany also has a program like this. The interestmg fact 
about the German program is that their plan was so successful that 
during the last credit crunch there was not a shortage of capital in 
the housing market. 

Now iust a couple points on the individual housing account. I think 
I would suggest several changes to make the program a little more 
equitable. There are two potential objections to the program one 
might have. The first is the program is somewhat regressive in the 
sense that anyone of any income bracket can use this program and 
those in higher income brackets would presumably have the greatest 
tax saving. 

Now what I would like to propose what I think would make the 
program somewhat more acceptable is that we put an income limit on 
the individual housing accounts, that we possibly limit the utilization 
of this account to people who have incomes of less than $20,000 a year 
so that would make the program far less regressive and also far less 
costly. 

However, to think that the families making $30,000 a year are 
going to wait and use this individual housing account is probably a 
mistake. The household making $30,000 a year and let's say is going 
to buy a $60,000 house realizes the rate of appreciation at 6 percent, 
he's going to make $3,000 a year in terms of capital gain and there^s 
no way he's going to wait a year to get a tax savings of $500 or $700. 
It doesn't make any sense. 

The second and last point I'd like to make is that it seems to make 
a lot of sense to look very carefully at what sort of revenue loss you're 
going to have. I have seen a number of estimates and I have also made 
an estimate. I have assumed that approximately 1 million households 
will participate in the first year at a cost of $625 million. The reason 
I assume 1 million households, is that you should not assume every 
household who is going to buy a home is going to participate in this 
program. This is just not going to be the case. Over the life of the pro- 
gram, I suspect that revenue loss will be somewhere in the order of 
$6 to $12 billion let's say over a 10-year period and this is not a small 
sum of money. This is clearly a large tax expenditure. 

Briefly, to summarize, I think that these two elements — the gradu- 
ated payment mortgage and the individual housing account — are 
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crucial if we're going to try to meet the goals that we have set previ- 
ously providing a decent home and a suitable environment, and I 
think it would be very useful if Congress added a last phrase to this 
goal "at an affordable cost," and I thank you very much for the 
opportunity to present this. 

The Chairman. Thank you. Dr. Rosen, for a remarkable presenta- 
tion and I particularly congratulate you on your table 2 (see page 
29), which I think is a devastating presentation of what happens 
when you have a 5 percent inflation rate and 8V^ percent mortgage 
interest rate. What you show, as I understand it, is that while the 
annual nominal payment under those circumstances may be $2,098 
a year each year, that because of the inflation and the rise in nominal 
income the real payment drops from $2,753 in the first year to $763 
in the 25th year, and the percentage that the payment represents of 
income drops from just under 20 percent to only about 3 percent. 

Now there's just a couple assumptions I'd like to question you on. 
In the first place, you have a rise in nominal income in the first part 
of the table m a noninflation world. What is that based on ? 

Dr. Rosen. Basically, over the long run, household income has risen 
about 2 percent a year. 

The Chairman. In real terms ? 

Dr. Rosen. In real terms. So I put that assumption in there. It's in 
both portions of the table. I have assumed the household incomes will 
rise 2 percent a year. For young families that's probably underesti- 
mated. It will probably rise at a faster rate. 

The Chairman. This is all positioned on the notion that a lot of us 
have come to accept — we had a very, very distinguished economist — 
as a matter of fact, it was Carol Greenwald who's a Ph. D. from Har- 
vard and Banking Commissioner in Massachusetts, and I think as 
able a person as there is in the field, who said "we have always had 
inflation." We haven't always had inflation. We didn't have inflation 
as a way of life until 1945. We had it during wars and then the prices 
would drop. Supposing we do not have inflation ? I think you're prob- 
ably right. We probably will have something like 5 percent or maybe 
more, but supposing we don't have that. Then what happens? Or sup- 
posing we have deflation ? 

Dr. Rosen. I'll first assume we slow down inflation let's say to 3 
percent. 

The Chairman. Let's assume we don't have any inflation. 

Dr. Rosen. If we had zero inflation, what would happen ? 

The Chairman. A lot of people would get caught in a very em- 
barrassing position. 

Dr. Rosen. I think not. If we had zero inflation, that would happen 
over let's say a 5-year period — and I hate to say that sort of thing — 
it would be very nice to think of it, but if we had that, mortgage in- 
terest rates would plummet dramatically. People would pay off these 
loans and take out conventional loans at 3V^ percent. If we had zero 
inflation, the mortgage interest rate would fall, but it would take 
some time. 

The Chairman. That may very well happen, but the value of a lot 
of this is based on the fact that the equity in the house increases and 
the values increase. If you had zero inflation that wouldn't happen. 
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Dr. Rosen. In the graduated payment plan ? 

The Chairman. Yes. It might not happen. In many cases the value 
of the house might drop. 

Dr. Rosen. You're talking about $200 a year difference in terms of 
how much somebody has to pay and I think it would not be at all 
dilBScult for households to handle that extra amount of payment. 
What we are saying, they are going to have to pay over the last part 
of the plan $200 a year more. 

The Chairman. Do you feel there would be a tendency for the 
mortgage lenders to give a young affluent couple, highly educated and 
obviously upward bound the loan as compared to not making that 
available to a moderate income blue collar family that was likely to 
have a fixed income ? 

Dr. Rosen. I think there may be some problem with that. Lenders 
may want to be more selective in making the graduated payment loans 
and may select people they consider better risks. 

The Chairman. But aren't these just the people who today now are 
moving into the suburbs and normally are able to find some way of 
financing a home, of getting a home ? 

Dr. Rosen. I think this program will be used by new home buyers 
and it will be used by middle income home buyers. There's no way you 
can call this a low income program. However, if there's private insur- 
ance lender reluctance to use FHA in this case would be substantially 
reduced, and I have spoken to a number of lender groups and they do 
respond quite positively knowing the problems they have had making 
loans to young families who even have two earners in the family. They 
may be a little more selective but if there is insurance, both private 
and FHA insurance, I think there will not be a lot of discrimination. 

The Chairman. Part of the problem involved here is the way the 
consumers will really view it once it gets going. I remember I was 
stuck once with a variable rate mortgage. I didn't know I had it. I 
got rid of it as soon as I could and it was a terrible experience for me. 
I'll never forget it. The testimony of mutual savings banks points out 
the consumers are likely to be confused and unhappy when they pay 
their mortgage payments but they see their outstanding loan balance 
increasing in the early years of the loan and no increase in their 
equity. 

Do you have any evidence that consumers will understand that and 
realize what they are doing when they use the GPM? 

Dr. Rosen. I don't have personally, but I have an alternative type 
loan from Princeton University and they spelled out all the details 
very carefully to me. 

The Chairman. But you're an extraordinary fellow. You under- 
stand it, sure. If you didn't understand it, we'd really be in trouble. 
You're the outstanding expert in the country on this. 

Dr. Rosen. I think there have been some studies in California where 
if you have a set of charts and show them the full payment stream 
and also make it clear to them this is a choice and you're not forcing 
this on them, and if you show them the payments are only $200 more 
a year over the remaining part of the loan and the choice is of getting 
a house or not getting a house, a lot of consumers may choose this. 
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The Chairman. If we had Dr. Rosen or Senator Brooke sitting 
there explaining it to each person with charts, I think that would be 
fine, but I wonder if you're going to get your mortgages really bor- 
rowed on that kind of basis. 

Dr. Rosen. The mortgage is a complicated instrument at present I 
think that there has to be — there always is some explanation of what 
goes on. I think I really have a lot of confidence in the saving and 
loan oiBScers and the mortgage loan officers and I think this will not 
be hard to explain, especially since the payments — are all known in 
advance. There's no variation as you have with the variable rate 
mortgage. You know all your payments in advance. There's no uncer- 
tainty. You know exactly what you're going to pay every month over 
the life of the mortgage. 

Senator Brooke. If the Senator would yield, we will have testimony 
later this morning from Dr. David Smith who has already marketed 
these loans under the HUD experimental pro-am. I believe that 
he will testify that he has had no great difficulty m having this under- 
stood by the home purchaser. I don't think that's really going to be a 
Eroblem. These are people who could not otherwise afford to buy a 
ome. That is why they would choose a GPM. And, of course, the 
mechanics of the GPM would be fully explained to the potential 
borrower. 

The Chairman. Now we haven't yet received the Treasury's testi- 
mony. They will be testifying tomorrow as you know estimating their 
revenue loss for individual housing accounts, but it's bound to be 
substantial as you concede in your statement. 

What makes you feel that this is a more efficient way to help people 
buy homes than it would be to spend the same money simply subsidiz- 
ing the interest rate? We have programs to do that. I have supported 
them. Others have. Why isn't that a more efficient way to do this? 

Dr. Rosen. Subsidizing interest rates is really aiming at different 
questions. It's aiming at the graduated payment question. The inter- 
est rate effect — I think you get the same advantage for no dollars with 
the graduated payment mortgage. 

The Chairman. I'm awfully suspicious when you say for no dollars. 

Dr. Rosen. I think that's really the case. The mortgage instrument 
has really become the constraint in terms of monthly payments. 

The Chairman. You conceded $600 million a year. 

Dr. Rosen. That's for the individual housing account and that's 
aimed at the downpayment problem, not the mortgage interest prob- 
lem. There are two things. You have to look at the downpayment and 
you also have to make your monthly payments, and the subsidized in- 
terest rate will only affect the monthly payments, not the downpay- 
ment. The reason the individual housing account is so useful, is that 
it is going to encourage people to save more than they would other- 
wise and it's going to help meet the downpayment constraint. The 
subsidized interest rate is really aimed at the monthly payment ques- 
tion and if I'm correct it's really this inflationary surge that's raised 
the mortgage rates up at the front end and the graduated payment 
mortgage alleviate this at very little cost to the government. 
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The Chairman. If we could find a solution to the downpayment 
problem, then the subsidized interest rate would be comparable to 
what you're doing with GPM. 

Dr. Rosen. I think it would be comparable. However, it would be 
very expensive because your subsidies are over the whole life of the 
mortgage. That's quite an expensive proposition. 

The Chairman. I'm not so sure that you couldn't do the same kind 
of thing there that you're doing here, why you couldn't phase that 
in, too. 

Dr. Rosen. You're saying over a 5-year period or something like 
that? 

The Chairman. Yes. 

Dr. Rosen. It would do the same thing but I guess I find it hard \o 
understand why we want to do it directly. Why use the direct expen- 
diture when it really is the instrument that is creating the problem ? 
It's not the interest rate itself, but it's the instrument that has caused 
this sort of inflationary induced surge in payments, and I think if you 
look at all the studies that have been done — and a lot of them have 
been academic but also by the industry — I think this is the general 
concensus, that this really has caused this tilt up in payments because 
of the inflation rate. 

The Chairman. Of course, I'm also concerned with the possible 
discrimination factor against people with steady incomes and not 
upward bound. Do you feel lenders are likely to offer GPMs at times 
when they are basically short of credit in view of the fact that GPMs 
provide for a low cash flow in the early years and may involve com- 
plications in dealing with borrowers ? 

Dr. Rosen. As I say in my testimony, if we were in a credit crunch 
in the next 3 or 4-year period — and almost surely we will be in one at 
some time in the next 3 or 4-year period — there will be some problem. 
It won't be major, but I think the lender will be less likely to make a 
loan like this as his cash flow is lower, as you pointed out accurately, 
and I did say the same thing in my testimony. I think that could be 
handled if the Federal Home Loan Bank Board were able to make 
extra reserves available. 

The Chairman. This would mean at a time when the housing is in 
trouble and the credit crunch is biting there would be less activity 
here too. You indicated in Grermany that was countercyclical and that 
kept housing alive. 

Dr. Rosen. That was the individual housing accounts. These pro- 
vided the steady flow of funds and they did not experience disinter- 
mediation problem and that's what's so interesting about this com- 
bination of programs, that one offsets the other during a credit 
crunch, and that's what's so nice. There's a much steadier flow of 
funds because people are saving. It sort of gets back to the initial 
principles of a savings and loan association and a mutual savings 
bank. You save the money for your own house and we have sort of 
gotten away from that over time. 

The Chairman. Doesn't this also argue the problem with the diffi- 
culty with getting loans in the inner-city — isn't it less likely that a 
lender would make a loan on a proi)erty that has a high risk element 
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such as an inner-city property ? Do you feel that might be a drawback 
ofGPMs? 

Dr. Rosen. I think it probably would — they would be more unlikely 
to make a GPM in the inner-city, but he still has the conventional 
instrument. The lender would prefer not to make the GPM — this is 
not better for the lender, so I think he will be willing to make conven- 
tional loans in the inner-city or as willing as now, I should say. 

The Chairman. The expansion of GPM to unlimited FHA loans 
is still limited to a very tiny fraction of the market because FHA has 
been very small compared to what it used to be or what it should be. 
Would you support expansion of GPM to conventional loans at the 
time and, if so, would you suggest any limitations ? 

Dr. Rosen. No. I would support that very strongly. I would sug- 
gest that for the GPM instrument — you probably want to talk about 
a downpayment of 10 percent because there is this negative amortiza- 
tion in the early part of the loan. However, as I indicated, two of the 
largest private mortgage insurers have made a commitment to insure 
all comers on GPMs on conventional loans so there will be protection 
for lenders making this loan and I would very strongly urge that the 
conventional market be brought into this because otherwise it's not 
going to have much of an impact at all on the housing market. 

The Chairman. Senator Sparkman. 

Senator Sparkman. Mr. Chairman, I think you have covered the 
field. This has been quite a lesson to hear this professor give us the 
testimony he has and I appreciate it very much. 

The Chairman. Senator Brooke. 

Senator Brooke. Dr. Rosen, you just said in response to the chair- 
man's question relative to the lender giving GPMs — ^that lenders would 
prefer to give conventional mortgages, but they also get a benefit from 
GPMs in that they are reaching a group of young people who will be 
their future clients, who would and I quite agree otherwise not be 
able to enter the housing market. Is that not correct? 

Dr. Rosen. That's correct, and that is the response I have gotten 
when giving speeches — we don't like it as much, but we want to do it. 
We have these people coming in and we want them as clients. In 
speeches I have made before banking organizations this has been the 
response. They will be very happy to do this. 

Also, there is another benefit. Over the life of the loan the consumer 
is going to pay more interest, so over the long run the lender is going 
to get more money than he would otherwise. 

Senator Brooke. An enlightened banking institution will i^ecognize 
that there has been a decade or so of young people who have been denied 
the opportunity to buy their first home. If they offer GPM's, they would 
be able to lend them money for the purpose of buying a first home and 
would establish the future clients that they need. 

Mr. Rosen. I also want to thank you for the excellent statement 
that you have given and the candor and objectivity with which you 
have responded to the chairman's questions. 

Dr. Schechter, who will be testifying tomorrow, maintains that the 
graduated payment mortgage program will significantly increase the 
total cost of obtaining free and clear ownership of a home. He also 
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feels that some borrowers would actually be squeezed out of the mar- 
ket by upwardly mobile families usinp the GPM as the Chairman has 
sug^fested, if there is wide acceptance of that program. 

Now you have given us your ^neral views, but would you elaborate 
on this point because I think it's important to determme what the 
impact of the GPM will be on borrowers who are not now able to 
become home owners and on borrowers who can afford to buy a home. 

Dr. Rosen. I think that the key thing to realize is that this is pro- 
viding a choice and the choice is for many families of buying a home 
or not buying a home, and by providing the GPM you're really saying 
if you allow those people who really wouldn't qualify for a mortgage 
to qualify, so I think Dr. Schechter is probably wrong in the case of 
squeezing out those people because they are not able to buy a home 
now, and what you're domg is letting that group in. 

The upwardly mobile family probably would not use this. Some- 
body making $35,000 is going to calculate out and know what he has 
to pay over the life of the mortgage. 

Senator Brooke. I don't think that kind of family will not wait 4 
years to purchase a home. 

Dr. Rosen. That's right. I think it's really going to hit the exact 
people you would like to. The other thing that I would say about this 
is it seems to me that during periods of tight money there might be 
some problem and one would have to calculate that exactly, and I 
think there might be some problem to the extent banks mi^ht not 
want to issue GPMs or might be more reluctant to issue GPMs. We 
have another source of mortgage money, the Brooke-Cranston pro- 
gram, which I hope if we do get into another credit crunch problem 
we will have that reactivated during a credit crunch. So we have other 
ways of meeting that supply period during a credit crunch. 

Senator Brooke. We'll get to that later. 

The Chairman. I'm hoping Ed will support, his lefi:islation which I 
now champion and he's kind of left it as a stepchild on somebody's 
doorstep. 

Senator Brooke. Not at all. I just question whether there's a need 
for the program at the present time. I have no intention of abandon- 
ing the child by any means. As I say, I birthed that child with Sen- 
ator Cranston. I love the child and t think it's a good child. 

The Chairman. But you let me do the babysitting for a long time 
now. 

Senator Brooke. No. It's behaved well, but I just don't know that 
the child needs to perform at this time because of the market condi- 
tions. What do you think about that ? 

Dr. Rosen. I would just say that the key thing that's useful in the 
Brooke-Cranston program is that it's really meant to be countercycli- 
cal. When we get into the credit crunch that's what we need, the 
money in the mortgage market. It's hard to believe this, but the S&Ls 
are now stuffed with money. If you put more money in the market 
you're going to exacerbate the boom that's already coming and over- 
building, and I think you have to be careful about that. If you're 

ting about a subsidized interest rate, you should do that directly 
you shouldn't do that through the Brooke-Cranston program. 
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There are other ways to subsidize low and moderate income house- 
holds. This is not an effective way of helping low income households 
obtain entrance in the housing market. 

Senator Brooke. I certainly agree with your position and I hope 
our Chairman does as well. 

Now, Dr. Rosen, if the graduated payment mortgage became widely 
accepted, could you estimate how many families — I think you gave 
the Chairman some estimate — would be likely to purchase homes under 
tJiis ? We have heard some very large numbers. We have heard as many 
as 2 million. I think you mentioned the 600,000 figure in response to the 
Chairman's question. Is that a result of any study that has been made 
at Princeton or elsewhere ? 

Dr. Rosen. I think it's really hard to know how many people would 
use the GPM. There are, as I said, approximately 5 million new house- 
holds who would be on the market m the next 10 years. I would say, 
in the absence of any real study in terms of consumer preferences, I 
think one really can't say how many will use the GPM. I would esti- 
mate that it's conceivable that it would put 2 million people in the 
market who would otherwise not be in there but would have to post- 
pone it, but I think that's a reasonable figure. 

Senator Brooke. How long a period ? 

Dr. Rosen. A 10-year period. 

Senator Brooke. Now how many would likely be families who 
could not otherwise afford to purchase a home? 

Dr. Rosen. I would say probably half of those would be families 
who would not be able to buy a home otherwise. Again, I would like 
to see a study of this. I think that there are some studies going on 
now sponsored by the Federal Home Loan Bank Board which might 
shed some insight on consumers' attitudes toward alternative mortgage 
instrument, and I think when those come out it would be very useful 
to look at those. 

Senator Brooke. You mentioned Canada and Grermany. Both coun- 
tries have home ownership savings plans which are similar to what 
we are proposing in this legislation. In particular, what have been 
their findings regarding revenue loss ana expansion of the housing 
market to those who would not otherwise afford to purchase a home ? 

Dr. Rosen. In Canada, which is obviously a much smaller econ- 
omy, and there's some numbers in the testimony. They found their 
Erogram to be very, very helpful in terms of encouraging savings for 
ousing. In terms of revenue loss, I think one thing they found is 
that everybody does not participate in this program. Only approxi- 
mately 50 percent of the people who would be buying a home would 
actually participate. When you talk about revenue loss all of the other 
estimates I have seen assumes that everybody that buys a home is 
going to use this plan. Approximately 50 percent in Canada who buy 
a home have actually been using this program. So the revenue lossei 
don]t look very bad. They look at the revenue loss against people 
buying homes and employment and this sort of thing and they would 
say there isn't really a revenue loss at all. I would disagree with 
that sort of analysis. I think there is a revenue loss and we have to 
realize there will be one. 
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In Grermany — ^this is not exactly the same plan but it is a program 
aimed toward saving for housing. They have found that during the 
last credit crunch, there was no downturn in housing, and that was 
really an astounding thing because that's one of the major problems 
the housing industry has here. If we could somehow assure a more 
constant flow of fimds when we talk about hot money and these sorts 
of things, I think that would really help the industry. 

Senator Brooke. Now I refer to David Smith, and he will testify 
shortly, but in his testimony he recommended reduction in both the 
maximum annual deduction and the maximum lifetime deduction 
under the individual housing account to $1,500 annually and a total 
of $6,000. 

So in light of your testimony and the tremendous increase in 
cost that you predict, do you feel that a reduction of this nature that 
Mr. Smith mentioned in his testimony will provide sufficient fimds 
for a young family to purchase that first home? 

Dr. Rosen. I think at the present time it probably would be a 
reasonable order of ma^itude. but as the forecast for the next 10 
years shows we are going to oe talking about a downpayment of 
$23,000 or $25,000 10 years from now and many families are not 
going to save this money in 4 years, $1,000 a year over a 10-year pe- 
riod. I think it would be a mistake to reduce it dramatically. 

One thing I would add, one wants to at least have a family hold 
this account for a 1-year-period. Someone should not be able to use 
this on January 1st and take it out January 3rd and use that as a 
deduction. I think one would clearly want to make the household hold 
this individual housing account for at least 1 year before using the 
deductibility provision. I think that would also reduce the cost of the 
program. I guess I would like to see it on the order of magnitude 
we're talking about because of the substantial increase in downpay- 
ments we'll be seeing over the next 10-year-period. 

The Chairman. Senator Lugar. 

Senator Lugar. Professor Rosen, what is your general estimate as 
to what the compound rate of inflation will be in this country over 
the next 20 years or for the next 10 years? And I ask this just simply 
because I think it's relevant to try to figure out what sort of problems 
the average homeowner or home Duyer might face. 

Dr. Rosen. That, of course, is a question we would all like to know 
the answer to. I estimate inflation rates anywhere from 4^^ percent 
up to 71/^ percent. My best estimate, given the energy situation we 
are going to be facing, given that land prices are not going down 
and we are really running out of urban land close to metropolitan 
areas, and given the tremendous boom on households coming on to 
the housing market, my best estimate is probably the inflation over 
the next 10-year period will run about 7 percent. 

Senator Lugar. Your testimony reflects generally the thought that 
we will probably have some inflation. I think that's an implicit as- 
sumption and it has the intriguing suggestion with which I agree 
that people will have to become economists or at least increase their 
economic understading substantially to understand some of the re- 
verse aspects of this plan that are not a part of constant payment 
situations of a conventional mortgage. 
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For example, it seems to me that it's extremely important that 
people mi^ht find that, as you pointed out, at the end of a number 
of years that they owe in numbers of dollars more money than they 
did at the start. 1 think it would be fairer to say however, that if 
we were to use some sort of index as to the real value of those dollars, 
in fact, although the number is higher, the value is much lower and 
that therefore the individual probably is considerably better off. Is 
that a fair characterization? 

Dr. Rosen. I think it's a fair assessment and also it's a little bit 
shocking when you view these inflation rates out in 10 or 15 years, 
the numbers get so large, and we are going to have to become more 
sophisticated I think and we have no choice but to adjust. It would 
be nice if we could lower the inflation rate substantially and I hope 
so, but we are in a world economy and we can't dictate what the rest 
of the world is going to do about many of the basic raw materials 
and oil prices, and we are going to have to adjust— our institutions 
are going to have to adjust and households are goin^ to have to 
adjust to a higher inflation rate than what we would fike to see or 
than we are accustomed to. 

Senator Luoar. I'm dedicated to trying to reduce the level of infla- 
tion and I'm sure the members of this committee would like to see 
that too. I think the importance of what you're saying today and the 
importance of these bills is a recognition with regard to homeowner- 
ship, that with the underlying, almost built-in index factor of infla- 
tion that currently exists in our economy, and with our common 
goal of having homeownership increase, we are going to have to 
improvise methods that take a look at the real world as opposed to 
one that simply doesn't exist given this inflationary bias. 

Now I'm mipressed by the beginning of your statement that we 
are in for some very profound political reverberations as the Ameri- 
can public begins to sense that the homeownershij) dream is not only 
dimmishing but that for a vast majority of people it's over altogether. 
I simply do not share the viewpoint of many who would say simply 
and with resignation that we all have to live in boxes or in some 
other similar fashion and that we are a pampered and spoiled nation 
that has become accustomed to single-family houses almost as if this 
were sinful. I think in fact this is a very good objective, that people 
ought to have housing and that young families or middle-aged 
families or whatever their circumstances, move out. But clearly 
under the current pressures that is not going to be the case and unless 
we adopt some plan such as this legislation it's not going to be the 
case. 

Now let me pose the question Senator Brooke posed in a little 
different way. Appreciating that we do not know how much the tide 
will bear with regard to the individual housing account and that we 
are going to hear testimony that $2,500 was too much and $1,500 
ought to oe the proper figure^ what is your judgment, if you were to 
start from scratch with this individual housing account legislation? 
Would you have proposed the $2,500 or is there a case to be made that 
it should be $3,000 or $3,600 or what sort of criteria or benchmarks 
really should we look at in trying to determine that amount? 
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Dr. RoBEN. I think the key criteria is what is the downpayment 
going to be in 3 to 5 years oecause you're talking about somebody 
who's going to take 5 or 6 years to accumulate that downpayment. 
I think that's the criteria and as I said it looks as if it will be sub- 
stantial. The actual $2,600 is really not the real question. I think the 
question is how much of a tax benefit is the person getting, because 
he's putting his own $2,500 aside. We could handle the same thing 
through a tax credit. If you wanted to give a tax credit of $500 or on 
the order of $625 you give a tax credit and you wouldn't have the 
regressivity problem and you know exactly what your expenditure 
would be. Tnis way it really depends on the tax rate of the person 
and these sorts of things. So you have to realize $2,500 is not how 
much the Government is putting up. The Government is putting up 
$625 and it may be better to do it through a tax credit rather than 
deductibility, but that's something you have to think about carefully. 
The Canadian program allows the husband and the wife to accumu- 
late $1,000 a year for a total of $20,000. So our program is substan- 
tially lower. 

Senator Lugar. The Canadian program is already in place? 

Dr. KosEN. The Canadian program is already in place, since 1974. 
One thing, they only allow $1,0^3 per year in Canada, but they as- 
sume it will be a 10-year period that it will take you to accumulate 
the downpayment. 

Senator Brooke. We had that recent Harvard-MIT study which 
predicted the median cost of housing in the next 5 years would be 
$78,000. Dr. Kosen previously testified that by 1986 that the median 
price would be $90,000. So I think the projections of the $2,500 to 
$10,000 savings for a down payment are based upon a projection of the 
median cost of housing. 

Senator Luoar. Just following that up for a moment, it seems to 
me that clearly in the discussions that many of us have had about 
the capital crunch that is envisioned, that this is another element of 
saving that is a very good one as a social objective. 

Let me ask you this. If in fact many persons in this country began 
to save money in these accounts, would this address in a way the 
problems of capital crunch in the housing market? Is it likely, for 
example, that this money would be deposited in savings and loans as 
opposed to other sorts of banks or do you characterize how any of 
this money might flow into the housing market and to what extent 
it's a countercyclical factor? 

Dr. KosEN. I would think, first of all, that probably the propor- 
tions of deposits would be somewhat similar to what they are now 
in terms of savings and loans and commercial banks and mutual 
banks. I think this would be countercyclical in the sense you would 
have a more stable source of f imds that people would put aside every 
year and it would be countercyclical as has fcen shown in Germany it 
IS because it's kind of like a contract for savings. In terms of capital 
shortage, I think this will definitely help the housing sector because 
this is earmarked money for housing that might not have been there 
otherwise. I should be honest. I do think a portion of this money — 
and I don't know what portion — will be reshuffling of money, money 
that's already in there, and they will just move it over to this ac- 
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count That's not going to be as large as you think because people 
that have that downpayment are not going to wait to buy a nouse. 
With a rate of 5 or 7 percent inflation, tney would make more in 
capital ^ins than they would in tax benefits. They are not going 
to wait just because there's a tax benefit. They are going to buy a 
house as soon as they can. 

One might want to raise the penalty. We talked about the penalty 
for withdrawal to nonhousing purposes. One might want to raise the 
penalty to 20 percent, if one is worried that people would use this as 
a tax shelter other than for housing purposes. 

Senator Luoar. Would you favor this as a one-time situation; 
that is, as a housing account for the first house, or would you favor 
this continuing as people thought of the second or third purchase? 

Dr. Rosen. I think it should be only for the first house. The first 
time the person has bought a house, because once you're into the 
housing market you get a capital appreciation and you then have 
enough to make a downpayment on the other homes. So it's just for 
the first time home buyer. That's what I would like to propose. I 
think that makes more sense. 

Senator Luoar. Thank you very much. 

Senator Brooke. Mr. Chairman, I have more questions which I 
would like to have submitted. 

The Chairman. I do, too, and. Dr. Rosen, the question that I'd 
like you to address for the record — not now — is the question of really 
how similar the programs in Canada, Germany, and elsewhere are. 
They are not the same, bv any means, as you know. They are quite 
different, and if you could give us your detailed analysis of how they 
differ so that we would have that before us when we decide on this 
bill we would appreciate it. Thank you very, very much for a 
superlative performance and it's been most impressive. 

[Complete statement of Dr. Rosen and copies of the bills being 
considered follow :] 
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IB aODSIKS CIISI8 AMD IB 
* 
TOUK FttfXLLBS HODSIBS ACT 



Kamiecli T. losen 
Profttssor of Sconoalcs 

and Public Affairs 
Priaoaton Uni'wanlty 



Tha Unitad States la todagr la tha aldat of a bouslzig crlala of 
mpracadantad proportions. Tha Bagnitttda of this crisis can be best 
appzacistad bj considering the siaipla fact that nearly 2/3 of all 
AsMrican f sa l l ias could not afford to purchase tha hose in which thay 
now li'ws. Of ■ore IflBadiete concern, h o weve r, la tha fact that aoet 
nsv entx«nta to tha housing aarket (young f sal lias aad other first tlaa 
h oa ab uyers) cannot afford to purchase maw hoaa at all. Tha proxlaate 
causes of tha crisis era: high ar>d rapidly rising hoaa prices, high 
aortgaga interest rates, substantial and often prohibitive downpayaant 
zequizeaants sad high aeintenaace and utility coats. 

Tha consequences of these aarket conditions era that an incraasing 
nuaber of Aaaricaas era becoaing 'liousing poor" sad that the institution 
of hoaeownership has over tha peat few years becoae available only to 
the fortunate few. Those fortunate few include households who entered 
the aarket prior to the inflationary induced surge in housing prices 
and aortgaga interast ratea, and those faailies earning an annual incoaa 
over $20,000. Thla of course excludes aoet low sod aiddle incoae house- 
holds, aost ainority households, and most young f sallies. 

Thus, the "AsMrican Dreaa" of universal K«oie<»fnaT8hLp is virtually 
dead in tha prasent econoaic and Institutional environaent. This 
frustration of a basic societal goal can be expected to lead to incraasing 
consuaar and political dlsssttsfirtlofi and will quickly lead to a national 
perception of the aagnitude of the 'liousing crisis.'* 



Ths Toung Psailies Housing Act (fi«664) was introduced by Senator Bdward 
Brooke (R-Hass.). 



Digitized by 



Google 



23 



Th« purpose of this peper Is to briefly exsmlne the Magnitude of 
Che housing crisis end to outline e proposal (the Young PsBllles Housing 
Act) which nay alleviate the worst aspects of the "affordable housing 
problem.'* 

The Mature of the Housing Crisis 

The origins of the present housing problem can be explained by 
examining the Interaction of t«ro major factors: 1) the highly Inflation- 
ary envlromient of the past five years and 2) the outdated Institutional 
mechanisms, built for a non- Inflationary world, which define the mortgage 
lending system. 

The highly Inflationary environment of the past five years has of 
course had adverse effects on the entire economy. The housing sector, 
however, has been especially damaged by the Inflationary forces. In 
particular the relative cost of hopkeoviuTahlp has risen Aubatantlally 
since 1970. As the chart that follows shows, the cost of home oimeTf hip 
has risen at an annual rate of 8.3% compared to an overall rate of change 
In the CFI of 7.7%. The key elements of this relative price rise have 
been rapidly rising sales price.?, rising mortgage Interest rates, and 
rising utility and maintenance costs. The sales price of a new home 
has risen at an annual rate of 9.4%, while an existing home .abb risen 
at a rate of 10.7%. These relative price rises are a result primarily 
of the Inelastic supply of land and construction materials and labor. 

The Interest on the mortgage loan has also been affected by the 
rate of Inflation. The mortgage Interest rete Is e function of the 
expected Inflation rate and a real Interest component. The high 
Inflation rates of the past five years have raised the contract Interest 
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rate and so ralaad th« nonchly carrying coats o£ a conventional aortgaga by 
nearly 20X. Coapavad with a 1-2% Inflation world, the present monthly carxylng 
coats of a conventional mortgage are nearly SOX higher than ffould be expected 
In a low inflation econoay. 

In addition to these carrying costs, the operating cost component of 
housing expenditures haa also been adveraely impacted by the inflationary 
enviroonent. This is especially true in recent yeara when householda have been 
forced to absorb large utility cost increaaes. 

A final adverae impact of inflation on homeownerahip relates to its impact 
on the initial entry barrier aa represented by the downpaymant requirement. 
Since 1970 the median downpaymant on the median priced home haa increased by 
nearly $3500, 4.8X per year. The present median downpaymant requirement of 
$11,500 on the median priced home is cjiearly a major barrier for the first time 
entrant to the housing market. 

While the previous analysis indicates that the housing market has been 
severely affected by the inflation of the past five yeara, the outlook for the 
next ten yeara is even more discouraging. 

Our analysis indicates that their will be a major increase in the nuari^er of 
young householda coming onto the housing market from 1977 to 1986. The nua^r 
of young family households (25-40) entering the market will be 7.1 million, a 
31X increase over the number of young family houaeholds entering the msrket 
from 1968-1977. This boom in young houaeholds, however, will be confronted with 
a major explosion in housing prices and downpaymant cequtmBanta. By 1986 the 
median priced new home will aell for close to $90,000 with the average down- 
payment required everaging cloae to $23,000. Theae nua^rs aaaume a 7X inflation 
rate in the overall econonry. The housing market inflation rate la forecaat to 
be over lOX, with the average mortgage intereat rate for the period foreceated 
to be at 10. 7X. The impact of the inflation will be to ralae the coat of 
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Bcship bj nearly 12X a year. Thie forecasted coet aad priee cxploaloB 
will is tuni make it iapoaaible for nearly 2.5 Billion of the 7.1 ailUoB 
youDg fanily hooaeholda to hoy their own hoaea. Ihne, nearly 1/2 of thoae 
young hooaeholda who woold nomally be able to purchaae a hooaa will be 
tmeble to do so without a chang* in the preaent inatitational arrangeaenta. 
Chart n and III gnphically illoetrate thia coat and hooaehold cxploaion. 

The one potentially positi^w iapaet of inflation on the hooeing aerlcet 
concema the houeeholda' ebility to pey for housing over the life of the 
■ortgage. During aoat periods of noiasl econoaic growth, the households' 
■oney ineoae would be expected to ride at a rate greater than or equal to the 
rate of inflation. In this nomal eaa%, the noainal MMunt of a aortgage loan 
that could be aupported, would rise in an inflationary world. Of course, the 
recent inflationa ry experience waa far froa noxaal. In 1974 end 1975, real 
per capita diapoaable in c oa e fell, end a large nuaber of individuals experienced 
un ea p loyaent and falling real i nc oa e . Over the long-run, however, the expec- 
tation of riaing real incoae in the econoay ia probably valid for the vast 
aajority of householda. This would allow the household over the life 
of the aortgage to support at leest a coostent real streaa of aortgsgs 
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piyBentt, which in an Inflaciotiiry world iapllet a rising noalnil path 
of Boregaga payaanta. 

Thaaa Inflationary affacts can than ba juxtapoaad with tha tradi- 
tional inatitucioMl nachanlsma of tha aortgaga oarkat. Thaaa Institutional 
arranganants wara baalcally astabllahad for a low Inflation world. Tha 
standard aortgaga Instnnant Is basically a laval payoMnt, sBortlsad 
loan. This loan Is not wall adaptad to an Inflationary anvlronnant. 
It takas no account of Inflationary Induced rlsas In aonay Incoaa or 
Inflationary Induced Increases In tha underlying value of tha property* 
Thus, froM tha borrower's viewpoint, tha standard nortgaga Instrunant 
completely Ignores the Inflation Induced dynanlcs of tha housing 
aarkat. On tha other hand, from tha lender's point of view, the 
standard aortgaga Instrument does attempt to anticipate the Influence 
of an Inflationary envlromient on tha particular contract. Through 
tha calculation of the aortg.^Ke Interest rste, the lender attempts 
to Incorporate espactatlons of luflatlon over tha life of the loan. 

It la this situation which has created s dynamic mismatch between 
tha coat of tha mortgage loan to tha borrower and tha borrowar's sblllty 
to pay. Thla dynaalc alsaatch, caused by the fsllura of the standard 
mortgage InatnaMUt to adapt to an Inflationary environment. Is a 
major element of the housing crisis. 

Tha extant of this mismatch can bast ba Illustrated by a simple 
example. Fdr this exanple, we asstmw that a household with an Income 
of $15,000 takas out a $30,000, 8-1/2X, 25-yaar mortgage. Further, as 
essiwa that tha economy experlaneas a 51 anooal awsrage Inflation over 
dw life of the mortgage, and that tha ho us ehold experlaneas a 2% vsal 
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JB e c— (sovth p^r y««r. ttblm II utd ncnzv I» show the iljpiwli 
piyBent sCtMBS in both the SX and the no InflAtlon world. 

It is qnlto eloAT tzom tbmBm coHpnrAtiw irMplM that a aodocmta 
laf latioo rata ladocaa a oajor dlatortlon in tha tlaa path of p^raanta 
zaUtliw to laeoM. ▲ 5X inflation rata aon than dooblaa tha initial 
payant/incoaa ratio eoaparad to tha no inflation world. In contraat, 
by tha tanth yaar» tha bousahold ia paying only lOX of hia incoaa to 
asortisa tha aortfaga, whila by tha laat yaar of tha aortgaga ha ia 
only paying 3.3Z of incoaa for tha aortgaga. Hia real p^raanta wonld 
have dropped froa $2753 per year to only $764 per year by tha final 
year of the aortgaga. 

lacognition of the liaitaticna of the atandard aortgaga in an 
inflationary anvironaent ia fairly wideapread in the aeadeaic and 
reaearch worlda. A aajor atudy undertaken at MIT, entitled W etf ^^S^A*f^ 
fajlgtm for Stable itouftina 1ft gn I n nattonatv Enviforaaont . haa evaluated 
the theoretical and eapirical aapecta of a nuaber of altamative aortgaga 
inatruBwnta. Theae included the variable rate aortgaga, tha price level 
adjuated aortgaga, and varioua coabinationa of theae and other inatruaenta. 
In addition, the four largeac aavinga and loan aaaociationa in California 
have on their oim proceeded to adopt the variable rate aortgaga. 

Mevertheleaa, deapite auch research and real world experiaentation, 
the concept of an alternative aortgaga Inatnnant haa generally stirred 
auch political and consuaer opposition. The reeaon is that the alter- 
nativea propoaed require substantial changes in the existing inatitutional 
enviroment. These changes are of tan perceived ut coaplicated aaneuvers 
■tacked against tha consumer and in favor of the lender. These pereeptiona. 
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TABLE II 

Impact of Inflation on the 
Mortgage Instrument 



No Inflation World 
3 1/2% Mortgage Interest Rate 
*• $30,000 Mortgage. 



(1) 

Year 


(2) 

Annual Nominal 
Payment 


(3) 

Annual Real 
Payment 


(4) 

Annual Nominal 
Income 


(2)7(4) 

payment 
Income 


1 


1272.24 


1272.24 




15000 


8.48 


5 


1272.24 


1272.24 




16561 


7.68 


10 


1272.24 


1272.24 




18285 


6.95 


15 


1272.24 


1272.24 




20188 


6.30 


20 


1272.24 


1272.24* 




22289 


5.70 


25 


1272.24 


1272.24 




24609 


5.16 




5X Inflation World 
8 1/2% Mortgage Interest 
$30,000 Mortgage 


Rate 




(I) 
Year 


(20 

Annual Nominal 

Payment 


(3) 
Annual Real 
Payment 


(4) 

Annual Nominal 

Income 


(2)/(4) 

Payment 
Income 


1 


2898.84 


2753.89 




15000 


19.32 


5. 


2898.84 


2130.91 




21038 


13.77 


It) 


2898.84 


1648.86 




29507 


9.82 


15 


2898.84 


1275.85 




41385 


7.00 


20 


2898.84 


987.23 




62108 


4.66 


25 


2898.84 


763.90 




87109 


3.32 
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wtMChar or not juttlflcd by ths facts, will contlmM to provide obataclea 
to the awift adeptetion of the aortgage to the probleas of inflation. 

Young FaaiUea Houaina Act 

With theae inatitutlonal and aarket difficulties in mind, it seena 
appropriate to propoae an alternative package of housing market policies. 
The peckaga we propoae consists of tMO elements: 1) a graduated pajfment 
mortgage (GRf) instnmMnt and 2) an individual housing account (IHA). The 
foxmer (GRf) is an attempt to correct the dynamic miamatch between mortgage 
pajrments and income, induced by inflation. The GIM neceasitates little chenge 
in the existing institutional and legal situation. It merely involves making 
paxmensnt the experimental TBk insurance program provided under Section 245 of 
the Hationel Housing Act. 

The later propossl, the individual housing account (IHA) is an attempt to 
provide a mechaniam for the firat homebuyer to accumulate the aubatantial 
downpayment requirement for a home purchaae. 

Qyadua^ed Paymei^t MortgaOT 

As compared to the conventional mortgage loan the Graduated Payment 
Mortgage (GRf) provides lower monthly payeents on the mortgage during the 
early years of the loan and higher payments in the later years of the loan* 
This payment pattern allows the household to take advantage of the positive 
effects of inflation which will increase its income and property value over 
time. A mmbmr of different typea cf GRf* a are now being insured by FBA. The 
smount of graduation variea from 2X to 7.5X and the greduation lasts from five 
to ten years. The GRf plan should be e^pf dally appealing to the government 
UM it provides a way of improving the ability of young households to purchsse 
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hoBsa without dlract federal expenditure. Whet is required is thet ¥Bk 
insure such losns end thet Pederel reguletoiy egeneies ellov end encourage 
the granting of this type of loan. 

The impect of the graduated pajraent aortgage (5% graduation for first 
5 yeers) cen probably best be seen by ezaaining a simulated example of the 
loan. Por this illustration, it is essumed that a household with an income of 
$15,000 in the initiel year purchase ! e $40,000 house, with a $S0,000 , 
8-1/2% mortgage loan amortised over 30 yeers. These texms and prices closely 
reflect the median conditions and terms currently prevailing in the market. It 
is elso assumed thet there will be a constant 5% rate of inflation over the 
life of the mortgege, that real income of the household will rise at 2%, and 
that the value of the house will rise at the rate of inflation. We cen then 
compare the dynamic espects of the standard mortgage instrument and the graduated 
payment mortgage. 

In examining the comperative paths (see Table III and Figure IV ), we 
find that monthly payments in the initial year fall dramatically for the 
graduated payment mortgage loan. They drop nearly 18% compared to the payments 
due on a standard mortgage. Moreover, initial monthly payments drop from 19% 
to 15% of the household's incooie. This implies that given the existing 
institutional rule-of- thumb, a household eeming only $12,000 per year would 
now be able to purchase the median priced ($40,000) home. 

This focus on the initial year of mortgage payments is extremely important, 
since lenders view the relationahip of theae pajmenta to money income es the 
mejor determinant of the amount of the mortgage loan (and thus the amount of 

Pigure IV shows three variants of the GPM. 



Digitized by 



Google 



33 



TABLB III 



GKADOATBD PAYMBHT MORXGAGB 



5X Grmduatlon 
5X Inf Uelon 
8-1/2X Intent t Rate 
$30,000 Mortgage 



(1) 


(2) 


(3) 


(4) 


(2)/(4) 


(6) 


Teer 


Annuel 

Momlnel 

Peynent 


Chenge in 

Aetuel 
Noolnel 
PeTnent 


Money 

IncoM 


IncoM 


Property 
Value 


1 


2289.96 


I8X 


15,000 


15.3 


$40,000 


5 


2783.52 





21,038 


13.2 


51,051 


10 


2922.84 


+6X 


29,507 




65.155 


15 


2922.84 


+«X 


41,385 




83.156 


20 


2922.84 


46X 


62,108 




106,130 


25 


2922.84 


46X 


87,J09 




135,451 


30 


2922.84 


46X 


122,174 




172,874 
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housing) eha eontissr can purehasa. It Is qult« elaar that in this reapact 
tha Gm la auparlor to the standard nortgage Instrmant. 

In tazBS of tha dynanie relationship of monthly pajmanta to IfieooM, tha 
graduated payment mortgage again provides a better match between payment 
obligations and household i nc om e levels. In both instruoMnts, paymanta as a 
percentage of money income decline over the life of the mortgage. The only 
difference la that tha paytnene^ltteon^ ratio declinea more slowly in the case of 
tha 6IM than in tha atandard mortgage. It ia not until the Sth year of the loan 
that the pcymenc- Income ratio of the graduated payment mortgage ia aa high aa 
that on the atandard mortgage loan. In terms of actual monthly paymanta, the 
mortgage naturally ahows a riaing payment at ream for the first five years. Again » 
homavery it is not until the Sth year of the loan that the paymanta on this 
loan exceed thoee on the conventional mortgage. Horeover, it should be 
emphasiaed that the riae in money income haa more than offaet the riae in 
actual monthly paymanta. 

Td aummariae tha GIM allows a better matching of mortgage loan paymanta 
and the borrower* a income by teking advantage of inflation induced riaea in 
Income and property valuea. If inatituted, thia will aubatantially increaae 
home ownership opportunities for middle income and young families. 

Several objectiona may be raiaed concerning the GIM. The firat potential 
objection concema the fact that for tite firat few years of the mortgage loan 
tha nominal amount of the loan outatanding may increeaa. While this may be 
perceived tm a "problem" by acme lendera,' it in fact makea perfect economic 
aenae. Aa long tm money income and property valuea riae faater than the 

It ia poaaible to deaign a: graduated payment mortgage loan that would allow 
the payment-income ratio to remain eonatant at tha initial level. Thia would 
further reduce initial year paymanta and lower the entry income level to $8,000. 
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lnci««»e in tha nortgaft llablllcy thtre im no ln cr » — in Imadmr risk. This 
point ImmAM dlrnctly Co tbm Mcood ftchUm, that th« IndlYldaU. bonoMr's 
Inco— and tha Individual pxoparty valua may noc riaa at tha rata of inflatioo. 
In tbaaa individual eaaaa, incraaaad riak and inemaaad dabt baidan may ba 
ineorrad. Ibaaa eMB%9 could ba haadlad by aooa typa of piiblic (ny^) or privata 
maxkat (Bfl) inauranca. In moat aoimal acooomle cizcomataneaa, and for tha 
vast majority of propartiaa and individoala, bowavar, tha aspactad aacular riaa 
in monay ineoma and pxoparty valuaa vill of oooraa matarialiaa* 

Tha final problam vith tha GIM eoneama tha aupply of mortgaaa funda during 
pariods of tight monay. Sinca tha main faatura of a GIM ia a lomar initial 
caah flow during tha firat fiva to tan yeara, tha mortgaga landar moold ba 
providing a largar loan to tha borxowar during thia pariod. Ihia mould of conraa 
pxovida compatition for funda which might othaxwiaa ba uaad to finaaca naw 
conatruction or tumovar in tha asiating atock. Ihia affact muat ba waignad 
againat tha lowar initial paymant effact, which would raduca tha houaabold'a 
aanaitivity to ehangaa in nominal intaraat rataa. Xha combination of thaaa 
two affacta would dataxmina tha Impact on tha houaing cycla* 

Individual Houaina Account (IH^) 

Tha aacond part of tha Young Familiaa Houaing Act involvaa daviaing a 
machaniam to alow tha firat-tima homa-buyar to aeeimnilata tha aubatantial down 
paymant raquirad to purchaaa a naw homa. Ptaaantly tha young houaahold naada 
$10-12,000 to purchaaa a homa. Aa statad/**' ij 1986 ha will naad batwaan 
$20-23,000 aa a do wupaym ant. 

It is pxopoaad that tha houaahold ba allowad to daduct up to $2500 par 
yaar from hia groaa fadaral i ne om a , and put thia monay in a aagragatad individual 
houaing account (ISA). Ha would ba allowad to acctmnilata up to $10,000 in thia 
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account. At UQr point the household would b« allovmd to withdraw this aonay 
sad use it towards the purchasa of a hoiae. As long tm the IMA was applied 
towards the purchase of a home, no tax would have to be paid on this sun or the 
interest ineoae which has accrued in this account. A tax recapture provision 
is provided for, in that the basis price of the hooM is reduced by the neount 
of TBk savings that the household has accrued. Thus the household incurs a 
capital gains tax liability on the IHA sun when he beeoiws subject to tax on 
his hooM. These special TBK accounts should be restricted to first tins hone- 
buyers, BM this group of households would not have had the advantage of equity 
accunilation in an existing home. 

It is dear that the TBk account idea is quite similar to the Individual 
Retirenent Accounts (IRA) which have recently been introduced. The ssbs sets 
of institutions would presunably respimd to this incentive schene. Bowever, 
the individual participating would be very different. Since the progran would 
be restricted to first tins honebuyers it would benefit young and low and 
■oderate income households. 

A concept very similar to the Individual Housing Account is presently being 
used in Canada. The Canadians have adopted a plan known as the Registered Home 
Ownership Savings Plan (BBOSP). 

*^sentially the RHOSP enables taxpayers who do not own a heme to contribute 
up to $1,000 per year to a lifetime maximum of $10,000 in a RB08P. The contri- 
butions to the plan and the plan's earnings are exempt from tax provided that, 
when the plan is collapsed, the proceeds are used for the purchase of a house or 
for furnishings at the time of first occupancy. Both husband and wife can have 
plans provided that they do now own a home, so that a family can contribute 
up to $20,000. No deduction for tax purpoaes may be made in any tax year in 
which a heme is owned. 
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For th« 1974 tax year, 231,000 SHOSP** vera started and contrlbutlona 
totalled eone $199.4 Dllllon. For 1975 tax purposes, 215,000 new SHOSP's vera 
started.'* (In a letter from Hlrsh TadoMin. Canadian Finance Ministry.) 

The advantages of the IBk are substantial. It provides a aechanissi to 
stiaulate savings in the overall economy, and thus may help avert a capitel 
shortage in the housing sector. It provides a positive incentive for frugality 
and does not in eny sense resemble a giveaway program. As s result the house- 
bold will view his downpayment tm his own equity. This will substantially 
reduce the probability of default relative to alternative programe which might 
reduce downpayment requirements for households. Thus with the IBk we are 
encouraging savings for housing, improving the supply of mortgage funds end 
the viebility of thrift institutions, without increasing the defeult risk 
associated with low downpayment mortgages. 

The one potentiel objection to the IBk ides, concerns the loes in tex 
revenue. The addition of the recepture provision to the eerlier bill will 
partly alleviate the loes in revenue. Bven with the tax recapture, the IBk 
involves e substantial tax expenditure especielly in the neer teni. Assuming 
that 1 million households perticip&te, and that each saves an averege of 
$2500 in the IHA and is in the 25X tax bracket, the totel maximum annual 
expenditures ere about $625 million dollars. Over the next ten yeers perhape 
2.5 million households will perticipate at e cost of $6 billion dollers. 
Bonever ell this expenditure should be eventually recaptured. 
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TIm daslgn and Inpact o£ Che Young PamlllM Housliig Act is two-fold. 
First, by ths bsttsr astching of ths households' incane end aortgsge 
psynent strean It will reduce the initiel monthly payment barrier by 
nearly 20X« This will substantially increase the homeownership BMrket, 
bringing it within the reach of nearly 60X of all American families (versus 
only 40X of all families who can afford homecwnership at present). Second, 
by helping the household eccunulate the downpayment requirement it will 
increase funds available to the housing industry^ encourage increased 
savings, end assure that homeownership will became financially feasible. 

In this wey. this program contributes to the goal of a decent heme in 
a suitable living environment at an affordable cost. 
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95th congress 

IflrSlBKOK 



S.664 



IN THE SENATE OF THE UNITED STATES 

FiBRUABT 10 (legislative day, Fkdruart 1), 1077 

Mr. Brooks (for himself, Mr. Abourezk, Mr. Allen, Mr. Anderson, Mr. 
BuxFERS, Mr. Case, Mr. DeConcini, Mr. Eaoleton, Mr. Oravel, Mr. 
Hatfield, Mr. Heinz, Mr. Javits, Mr. Leaut, Mr. McGoyern, Mr. Mo 
Inttre, Mr. Mathias, Mr. Pearson, Mr. Sparkman, and Mr. Towib) 
introduced the following bill ; which was rea<l twice and referred to the 
Committee on Banking, Housing and Urban Affairs. 



A BILL 

To amend the National Housing Act to provide for the 
insurance of graduated payment mortgages, and for other 
purposes. 

1 Be ii enacted by the Senate and House of Representa- 

2 tives of the United States of America in Congress assembled, 

3 That diis Act may be cited as the 'Toung Families' Hous- 

4 ing Act of 1977". 

5 GRADUATED PAYMENT MOETOAGES 

G Sec. 2. (a) This section may be cited as the ''Graduated 

7 Payment Mortgage Insurance Act". 

8 (b) (1) The caption of section 245 of the National 

9 Housing Act is amended to read as follows : 
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1 ''qraduatbd payment hortqaqbs'". 

2 (2 ) Section 245 of such Act is amended — 

3 (A) by inserting "(a)" after "Sec. 245."; 

4 (B) by striking out "on an experimental basis" in 

5 the first sentence; 

6 (C) by striking out the second sentence and in- 

7 serting in lieu thereof the following: "NotwiUistand- 

8 ing any other provision of this title, the outstanding 

9 principal balance of a mortgage or loan insured pursuant 

10 to this section may not at any time exceed ( 1 ) 97 per 

11 centum of the appraised value of the property covered 

12 by the mortgage determined as of the date the mortgage 

13 is accepted for insurance, or (2) if the mortgagor is a 

14 veteran and the mortgage is to be insured in accordance 

15 with the provisions of section 203 of this title, such 

16 higher percentage of appraised value as is provided for 

17 purposes of determining the maximum mortgage amount 

18 eligible for insurance under section 203(b) (2) in the 

19 case of veterans." ; and 

20 (D) by adding at <the end thereof the following: 

21 *'(b) To be eligible for insurance under this section, a 

22 mortgage or loan shall — 

23 " ( 1 ) be executed by a mortgagor or borrower who 

24 shall have paid on account of the property at least 10 
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1 per centum of the Secretary's estimate of tKe cost of 

2 acquisition in cash or its equivalent; ' 

3 "(2) have a maturity not to exceed thirty years; 

4 and 

5 "(3) meet the requirements of section 203(h) of 
5 this title for insurance, except as such requirements arc 

7 specifically modified by the provisions of this section. 

8 "(c) Any mortgage or loan msured pursuant to this sec- 

9 tion which contains or sets forth any graduated mortgage 

10 provisions (mcluding but not limited to provisions for adding 

11 deferred interest to principal) which are approved under 

12 this section and applicable regulations, shall not be subject to 

13 any State constitution, statute, court decree, common law, or 

14 rule of pubUc policy limiting the amount of interest which 

15 may be charged, taken, received, or reserved, or the manner 

16 of calculating such interest (including but not limited to pro- 

17 hibitions against the charging of interest on interest) , if such 

18 statute, court decree, common law, or rule would not apply 

19 to the mortgage or loan in the absence of such graduated 

20 payment mortgage provisions.". 

21 INDIVIDUAL HOUSING ACCOUNTS 

22 Sec. 3. (a) Shobt Title.— This section may be cited 

23 as the "Individual Housing Account Act". 
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1 (b) AUOWAVGBOV: 

2 (1) Iv anB4L.— Pint Vn af wtAipfii B of 

3 duller 1 of the Inlomol Bovobm Code of 1954 (relit- 

4 'mg to aiMitJonoJ itemised dedoctioiis for infividnab) h 

5 emnded by w^dfeignering seetkm 221 as 222 end by in- 
8 lerluif e{tw9eetioa220diefoilowiiif newseelioii: 

7 '«■€. 2ZL »DI¥imrAL flOITfflllC ACCOI7in& 

8 " (e)^ Dtfrncnoir ALuywBOi— Li the otae of an indi- 
^ ndaai <!»» « attawed as a dedn c tien ameaBts paid in caah 

10 dviof (he teanbls yeai by aoflk indi^idwl to an individDal 

13 '*{%) Mjkxnagu amwual Mmronov.— The 

H aoMttl attowiaUe as a MaicAm ondv sabaeetion (a) 

ISt to an indtvidnal for any tazaUa year may not exoeed 

16 •2p0OO. In the ease of a nMxiied ooopla filing sapaiate 

17 mhrniSy the som of the amomito aflowaUe to each ot 
lA them uider tabsedion (a) for the taxable year suiy not 

19 oflueed radi amoont 

20 "(2) Maximxjh lifbtikb naDuonoir.— The 

21 amoimt allowable as a dednction under sabsection (a) 

22 to an individnal for all taxable years may not exoeed 

23 $10,000. In the ease of a married individnal, Ihe $10r 

24 000 amount in the preceding sentence shall be reduced 
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1 by ai^ amount eqnal to th^ sum of ffid amounts allowed 

2 as deductions ft>r all taxable years to' Kis spouse. 

3 '*(c) DbFINITIOI^S AND SPBCIAIi RULfiS.— 

4 "(1) Individual HotrsntG a6o6unt.— For pur- 

5 poses of this section, the term Individual housing ao- 

6 coonf meiOis a trust created or Organized in the United 

7 States for l£e exclusive beiiefit of 9lsk individual, or in 

8 the case of a married individual, for the exclusive bene- 

9 fit of the individual and his spouse jointly, but only if the 

10 written governing iiistrument creating the trust meets 

11 the following requirements : 

12 '' (A) No contribution will be accepted unless 

13 it is in cash, and contributions will not be accepted 

14 for the taxable year in excess of $2,500 on behalf 

15 of any individual or in excess of $10,000 on behalf 

16 of an individual for all taxable years. 

17 '' (B) The tinistee is a bank (as defined in sec- 

18 tion 401 (d) (1) ) or another person who demon- 

19 strates to the satisfaction of the Secretary that the 

20 maimer in which that pei-son will administer the 

21 trust will be consistent with the requirements of 

22 this section. 

23 "(C) No part of the trast funds will be in- 

24 vested in life insurance contracts. 
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1 '' (D) The interegt of ao mdividiud and tiie Ul- 

2 aaoe in his nccotmi is nonforfeitable. 

3 '* (£) The assets of the trust will not be oom- 

4 mingled with other property except in a oommon 

5 trust fund or oummon investment fund. 

6 ^'(F) The entire interest of an individual or 

7 married couple for whose benefit die trust is main- 

8 tained will be distributed to him, or them, not later 

9 than 120 months after the date on which the first 

10 c(mtribution is made to the trust 

11 "(d) Tax Tkeatment OF DiSTBiBUTioNS.— 

12 " ( 1 ) In general.— Except as other\^'ise provided 

13 in this subsection, any amount paid or distributed out 
^^ of an individual housing account shall be induded in 
^ gross income by the payee or distributee for the taxable 
^^ year in which the payment or distribution is received, 
^'^ unless such amount is used exclusively in connection with 
^^ the purchase of a principal residence for the paj-ee or 

^^ distributee. The basis of any person in such an account 

20 

^ IS zero. 

^ " (2) Excess contributions returned before 

^ DUE DATE OF RETURN.— Paragraph (1 ) does not apply 

to the distribution of any contribution paid during a 

taxable year to an individual housin": account to the ex- 

^ tent that such contribution exceeds the amount allowable 

^ as a deduction under subsection (a) if-- 



23 

24 
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1 ** (A) such distribution is received on or before 

2 Ihe day prescribed by law (including extensions 

3 o{ time) for filing such individual's return for such 

4 taxable year, 

5 '' (B) no deduction is allowed under subsection 
5 (a) with respect to such excess contribution, and i 
7 ** (G) such distribution is accompanied by the 
3 amount of net income attributable to such excess 
9 contribution. 

20 Any net income described in subparagraph (C) shall be 

11 included in the gross income of the individual for the 

22 ta^ble year in which it is received. 

13 " (3) Tbaksfeb of account incident to m- 

14 VOEOB.— The transfer of* an individual's interest in m 

15 individual housing account to his former spouse under a 

16 divorce decree or under a written instrument incident to 

17 a divorce is not to be considered a taxable transfer made 

18 by such individual notwithstanding any other provision 

19 of this subtitle, and such interest, at the time of the 

20 transfer, is to be treated as an individual housing ac- 

21 count of the spouse, and not of such individual. After the 

22 transfer, the account is to be treated, for purposes of this 

23 subtitle, as maintained for the benefit of the spouse. 

24 " (e) Tax Treatment op Accounts,— 

25 "(1) Exemption from tax.— Any individual 

26 housing account is exempt from taxation under this 
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1 nvMlfe ooiess sooii ioooimt hfts ooised to be an indjfc- 

2 vidtud hooiiiig aooo|^it by seasoQ o< paragraph (2) or 
B (3). Notwidistaading (be praoeicliiig aentenoei any 

4 such account is subject to the taxes unpoaed by section 

5 611 (rolating to imposition of t^ on unrelated bu4- 

6 ness income of diaritable, etc., organi^adons) • 

7 '- (2) Lobs op bxbkptidk op account whbi^ 

8 individual bnoafibb ih pbohibitbd tsansaction.'^ 

9 ''(A) In GBNEBAL.-r-If, during any taxable 
XO year of tfap individual for whose braefit an individ- 
U ual housing acoount is established, that individun) 
12 engages in any transaction prohibited by section 
IS 4975 with respect to the accopnt, the account 
%i ceases to be an individual housing acoount as of 
)S the first day of that taxable year. For purposes of 
IP this subparagraph the individual for whose benefit 
VI any account was established is treated as the cre- 
18 ator of the account. 

Ifi ^'(B) Account tbeathd as distiubutiko 

20 AIit< itfl Aeraw.— In any oase in which any met- 

21 ^ oownt ceases to he an individual housing account 
aa ^ reason of subparagraph (A) on the first d^y 

23 iA my tawble ywr, paragraph (1) of subsectian 

24 (4) applied as if there were a distribution on siy^ 
qH {[rat dfQT in m amoant eqval tp the fair marl^et 
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1 taloe {on mcbt first daiy) of afl astets in' the ac- 

2 count (on such first A^r^. 

3^ '' (a> Effboit of PZiBnaiwe AoccrtrKx as seou- 

4 nwt.^^H, dufing^ any tazalbler year, the infividual for 

^ -wbi^BA beiefit «a mdhrnlfMtl hoasmg aiedoMf is estab- 

6 lished uses the aeedunt or a^y portion tlrareef as seclh 

7 rity fffr a leeln, ike portion so^ used is trtBated as distrib^ 
9 ukA tor dnit individiai.^ 

9 " (f) Additional Tax on Gbbtain Amounts I»- 

^ 0liUDa»iN^6B6flBlN€OMB.r^ 

n ''(il> I>I8TBlirDltoN NOT ITSKD' TO PI^BOHASff 

12 BBffiMNCB.— If a dkfrilMltion from> an- indiyidaal houd' 

19 iBg. aeeount tO' a» indMdoal for^ TrkoM benefit sucfar 

H aooooat watf estilbliAed^ is tilad^ and jftol udod int coA-^ 

1^ neotioii- with tfao puiohaee. of $k ^nidifdf relfideneA fdf 

ICk smehrkdividilaly tbo tax Ikibility of sOeh iiidradiial^ uod^ 

VI tUft chaftei^ Ux> the taauUe yeaiv in* wUelr suclb distribi-^ 

lev ,tio» is MOoi^iedf slMli be keieased bJfF aH mMoAh eqcMT 

f9» to* 10 peiMn^ of the aaounli of thki di^ttilNitioflr which if 

28> kiellidaUo i» hie (fm» inoolne^ for eoeb thxdUis year. 

21 '' (3) DhBQVJUneAioON GAfiBft^-^ an) amotat ir 

2ar iteektiteU^ iftth^ gvoee^iAcoittlft of avindii^diial for a tax^ 

SB AyymB mi^tt sabeeetioB fo)r, lue^ tax» mriier this* dia^ 

ai terfivswibtaMble^eatfahaUrbeiiilBimsed^byahamouiM^ 
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1 equal to 10 percent of sach mmmat rBqaond to be in- 

2 eluded in his gross iDOome. 

3 ''{3) DmAsaJTY CABBS^-^Paxagnqslis (1) and 

4 (2) do not a^ly if the payment or diBtnblitiim is at^ 

5 tribtttalde to tbe taxpayer beoeming^ diaaUed <wiliiin like 

6 meaainf of8ecti<m72(m) (7). 

7 ''(g) OomnTKiTT Pbopicbit Lawb.— Hub seodan 

8 shall be applied without regard t6 my eenmaaaty property 

9 laws. ■'-' 

10 "(h) Custodial Aooouirm-^For puipoges ^ An 

11 section, a custodial account 'dull be treated as a trust if die 

12 assets of sofib account are hdd b)r k bank^ (aa defined in seo- 

13 tion 401 (d) (i) ) or anodier peracm who demonstnutes, to 

14 the saitiafaetion of tbe Sedretaxy/ tbitf' Ihe mamfer m wfaidi 
1ft he ^riH adifdniati^ (he a<i6inmt inS be 'cCHiriMMi with the 
19 reqturaHents of (Mi section, and if Ihe &ModSm aooomH 
n Veuld, exceplfor the &ct tkatit is not atMat^constitnte an 

18 faidiTidnai houamg iii^bdant deacribed m'aabaeotiott (c) . FMr 

19 purposes of ttdalitle, id the caae <rf a ooatcffifd aidcooht treatBd 

20 as^a tnistby reaabiidf^prBC^ffing'aMteMr^ 

21 of such account shall be t^ted ahr'tf^ trdatee therecrf. 

22 ''(t) RkroB»0.-L-The tmntele of ait iiiffiViikai houamg 
28 account shall inake such iidpoirti* regarding anch kbeoont to 
24 Hhe Secretary AM to the hidiridual for MlMm &<& ^Account' is 
2B maintained with respect to contributionSy distributional and 
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1 sudi other matters as the Secretary may require under reg^ 

2 ulations. The reports required by this subsectioiL shall be 

3 filed at sudi time and in such manner and furnished to 

4 such individuals at such time and in such manner as may 

5 be required by Aose regulations. 

6 ''(j) Rfia>ucTiON OF Basis.— The basis of any resi- 

7 denoe acquired with funds withdrawn from an individual 

8 housing account shall be reduced by an amount equal to 

9 the amount of expenditures made in connection with the 

10 acquisition of the residence out of sueh' funds/'. 

11 (2) Dedxjotion allowed in aebiving at ad- 

12 JUSTED GBOSS INCOME.— Paragraph (10) of section 62 

13 of such Code (relating to retirement savings) is 

14 amended*- 

15 (A) by inserting **ot housing" after '^Betire- 

16 ment" in the caption of such paragraph, and 

17 (B) by inserting before the period at tiie end 

18 liiereof the following: ''and the deduction allowed 

19 by sectidn 221 (relating to deduction of certain 

20 payments to mdividual housing accounts) '\ 

21 (c) Tax on Excess Contributions.— Section 4973 

22 of sudi Oode (relating to tax on excess contributions to in- 

23 dividual retirement accounts, certain section 408(b) con- 

24 tractBy certain individual retirement annuities, and certain^ 

25 retirement bonds) is amended-^ 
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1 (1) by insertiDff "oDvrmvjkL Bomnm ao- 

2 OODVTS^*' after **AD0Owrsk,** in tbe a^tioii of faoh 

3 seolioB, 

4 (3) by ntmgBB&ig pangnqphs (2) aad (3) of 

5 sabseotion (a) as (8) and (4), and by inierting after 

6 paiagiBjph (1) the fottowiaf : 

7 ''(2) an individaal hoosiiv aoooont (within the 

8 meaning of section 221 (c) ) /^ and 

9 (8) by adding at the end thereof the. following 

10 new sabseotion; -^^ - I 

11 '' (d) EsCBflB C!ONTBIBUTK>Ka TO IkdIYIDUAL HoUS- 

12 IKO Accoinf Ta>-For puposes of this sectioni in the case of 

13 an individual hooang aocoant» Ae term 'cKcess contributions' 

14 means the amount by which the amount contributed for the 

15 taxable year to the aecouKi exoeeds Ae amount allowaUe 

16 as a reduction under section 221 (b) (1) for such taxable 

17 year. For purposes of tins subsection, any contribution whidi 

18 is distributed out of the individual housing account and a 

19 distribution to whidi section 221 (d) (2) applies shall be 

20 treated as an amount not contributed.". 

21 (d) Tax on FBOBiniTn> TBANSAcno|fa»— Section 

22 4975 of such Code (relating to probilnted tranaactioos) is 

23 amended-^ 

24. (1) by adding at tbe end of subsection (c),.thefol- 

25 lowing new paragraph: • v: j\.. 
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1 "(4) Special bulb fob individxjal housing « 

2 ACGOUNTO. — An indiyidnal for whose benefit an indi- 

3 vidua! housing account is established shall be exempt 

4 from the tax imposed by this section with respect to any 

5 transaction concerning such account (which would 

6 othei*wise be taxable under this section) if, with respect 

7 to such transaction, the account ceases to be an individ- 

8 ual housing account by reason of the application of sec- 

9 tion 221 (e) (2) (A) or if section 221 (e) (4) applies 

10 to such account.", and 

11 (2) by inserting "or an individual housmg account 

12 described in section 221(c)" in subsection (e) (1) 

13 after ''described m section 408 (a) ". 

14 (e) Failube To Pbovidb Rbpobts on Individual 

15 Housing Acgounts.— Section 6693 of such Code (relating 

16 to failure to provide reports on mdividual retirement account 

17 or annuities) is amended — 

18 (1) by insertmg "OB individual housing ac- 

19 counts" after "annuities" m the caption of such 

20 section, and 

21 (2) by adding at the end of subsection (a) the 

22 following: "The person required by section 221 (i) to 

23 file a report regarding an individual housing account at 

24 the time and in the manner required by such section 
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1 shall pay a penalty of $10 for each failure unless it is 

2 shown that such failure is due to reasonable cause/'. 

3 (f) Adjustment of Basis op Kesidbnce Pub- 

4 cifASED Through Use of Amounts in Account,— Seo- 

5 tion 1016(a) of such Code (relating to adjustments to 

6 basis) is amended by inserting after paragraph (20) the 

7 following new paragraph: 

8 '' (21) in the case of a residence the acquisition of 

9 which was made m whole or in part with funds from an 

10 individual housing account, to the extent provided in 

11 section 221 (j) ;". 

12 (g) Clerical Amendments- 
is (1) The table of sections for part VII of subchapter 
1^ B of chapter 1 of such Code is amended by striking out 
^ the item relating to section 221 and inserting in lieu 
^6 thereof the following : 

"Sec 221. Individual housing accounts. 
"Sec 222. Cross references.". 

17 (2) The table of sections for chapter 43 of such 

18 Code is amended by striking out the item relating to 

19 section 4973 and inserting in lieu thereof the following: 

"Sec 4973. Tax on excess contributions to individual 
retirement accounts, individual housing ac- 
counts, certain 403(b) contracts, certain indi- 
vidual retirement annuities, and ceitain retire- 
noAnt bonds.". 
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1 (3) The table of sections for subchapter B of chap- 

2 ter 68 of such Code is amended by striking out the item 

3 relating to section 6693 and inserting in lieu thereof 

4 the following: 

"Sec 6693. FiiiluTO to provide i-cports on individual retire- 
ment accounts or annuities or on individual 
housing accounts.". 

5 (h) Effective Date.— The amendments made by 

6 this section apply to taxable years beginning after Decem- 

7 ber31, 1976. 
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CONGRFJSS 
Urri 



S.1078 



IN THE SENATE OF THE UNITED STATES 

MAicn 22 (Iegi8lati\'e day, Fibkuakt 21), 1977 

Mr. PlKManKB (for hiiiwelf and Blr. Baooue) introduced tiie following bill; 
which was read twice and referred to the Committee on Banking, Housing, 
and Urban Affairs 



A BILL 

To amend section 245 of the National Housing Act to revise the 
experimental mortgage insurance program. 

1 Be it enacted by the Senate and House of Repreaenia- 

2 tives of the United States of America in Congress assembled^ 

3 That section 245 of the National Hoosmg Act is amended — 

4 (1) by striking out ''on an experimental basis" in 

5 the first sentence ; 

6 (2) by striking out the second sentence and insert- 

7 ing in lieu thereof a new sentence reading as follows: 

8 ''Notwithstanding any other provision of this title, the 

9 principal obligation (including any interest which may 
10 be deferred and added to principal) of a mortgage in- 
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1 sured pursuant to this section may not at any time ex- 

2 ceed 97 per centum of the appraised vahie of the 

3 property covered by the mortgage determmed as of the 

4 date the mortgage is accepted for insurance, or, if the 

5 mortgagor is a veteran and the mortgage is to be 
(5 insured in accordance with the provisions of section 203 

7 of this title, such higher percentage of appraised vahie 

8 as is provided for purposes of determining the maximum 

9 mortgage amount eUgible for insurance under section 

10 203(b) (2) in the case of veterans."; and 

11 (3) by adding at the end tliereof the following new 

12 sentence: "Any mortgage or loan insured pursuant to 

13 this section which cont«uns or sets forth any graduated 

14 mortgage provisions (including but not limited to pro- 

15 visions for adding deferred interest to principal) which 

16 are authorized under this section and applicable regula- 

17 tions, or which have been insured on the basis of their 

18 being so authorized, shall not be subject to any State 

19 constitution, statute, court decree, common law, or rule 

20 or public policy limiting the amount of interest which 

21 may be charged, taken, received or reserved, or the 

22 manner of calculating such interest (including but not 

23 limited to prohibtions against the chnrghig of mterest 
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1 on interest), if such constitution, statute, court decree, 

2 common law, or rule would not apply to the mortgage 

3 or loan in the absence of such graduated payment mort- 

4 gage provisions.". 
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The Chairman. Our next witnesses consist of a panel including 
Dr. Saul B. Klaman, executive vice president, National Association 
of Mutual Savings Banks ; David L. Smith, vice president and chief 
economist, Glenaale Federal Savings & Loan Association, Glendale, 
Calif., representing The National Savings and Loan League; John 
U. Raymond, president and chairman of the board. Home Federal 
Savings and Loan Association, Washington, D.C., representing The 
U.S. League of Savings Associations ; and Robert W. Irving, senior 
vice president, Eauitable Trust Co., Baltimore, Md., representing 
the American Bankers Association. 

This is a most impressive panel. Gentlemen, I'm going to have to 
step out of the room just a minute and Senator Sparkman will be 
in charge. I will be back in 3 or 4 minutes. 

Senator Sparkman. Dr. Klaman, your name comes first on the list, 
so we will be glad to hear from you. 

STATEHEirr OF DS. SAUL B. KLAHAH, EZECTJTIVE VICE FSES- 
JSERT, NATIONAL ASSOCIATION OF HTTTVAL SAVINOS BANKS 

Dr. Klaman. Thank you very much. Senator Sparkman. I was 
going to say it's a pleasure to appear again before the Chairman 
but he has just prevented me from saying mat, but I'll say it anyway, 
and especially appearing before Senator Brooke and Senator Spark- 
man. We have had these meetings before and I look forward to this 
one. 

In the interest of time I'm going to try to summarize my statement 
in 6 or 6 minutes because I Imow you want to ask questions and I'm 
going to try to get the major points across. 

I can't resist commenting for the first 30 seconds of that time on 
Professor Rosen's projections. I have known Professor Jaffe and 
Professor Eosen well and I have the profoundest respect for them, 
but I think we have to be very careful in making projections of 7 
percent inflation for the rest of the decade — for the next 10 years, 
with average housing prices looking at us of $86,000. Econometric 
projections serve their purpose, but they have never been particularly 
accurate in forecasting housing activity for even 1 year, let alone 10 
years ahead. I would say, in all due respect, that if we have nothing 
better than that to look forward to — a 7-percent rate of inflation — 
we have far deeper problems confronting us in this coimtry than 
housing and I really am quite concerned afi)ut that kind of a forecast. 

I thmk we ought to start from that basis and examine the issues 
on their merits today. If we need this kind of i>rogram we need it 
today to meet the housing problems of young families now and hope- 
fully not base a major program on what may happen 10 years from 
now. 

[Complete statement follows:] 
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atitint of tlM 
fetlonAl AsaoelatloB of Mitual Sftriass Banks 

teforc tb« 

CoHBltt«« on Banlrtng, Souslns and Urban Affairs 

Tbm Uhltad Statas Saaata 

on 

B. €€k uAB. 10T8 

Nareh 31, 1977 

Mr. Chalxaan and Malihari of tba CoaHlttaa, ^r naaa is Saul B. 
Z 9m. axaeutiT* riea praaidant of tha lational Association of Mitual Sarinss 
Banks. Z aa accoapaniad todaj by Louis B. Barlna, diraetor-coonaal , and 
franklin L. Wrigbt, aasistant diractor and bousins eounsal, of our Washington 
offiea. 

Wa valcoaa this opportunity to appaar bafora you to praaant our 
Tiavs on 8. 1078, a bill to aaand aaction 2k^ of tha lational Housins Act to 
rarisa tha axpariaantal aortgaga insiuranca prograa, and S. 66k, tha Young Faailias* 
Bousing Act of 1977* As you racall, our aasociation appaarad bafora tha Bousing 
SubcoBHittaa last August and praaantad taatiaony on tha Young Faailiaa* Bouaing 
Act of 1976. 

Our tastiaony at that tiaa vaa prasantad in an unfarorabla housing 
anrironaant of high intarast ratas, rising hoaa prieas, accalarating coats of 
hoaa aaintananca, and incraaaing utility azpansas, Tbasa axpansas vera eoabining 
to kaap an incraaaing pareantaga of Aaarican fasdlias -« probably tha bulk of 
thoaa faailias irith incoaaa of lass than $20,000 ^- froa aehiaring tha goal of 
boas ovaarahip. In our taatiaony, aa applaudad Sanator Brooka*s proposal as an 
innoratiTa attaapt to iridan hoaa ovnarahip opportunitias for aodarata* and aiddla* 
ineoaa faailiaa, but axpraaaad raaarrationa ragarding aapaets of tha propoaal, 

Bov approxiaataly saran aoatha latar, aa appaar bafora this Ccaaittaa 
on a slailar issua. Unfortunataly, tba eoaditlona contributing to tba housing 
affordability problaaa of last susaMr hanra not abatad. Rathar, thay hara baan 
azacarbatad. Bouaing prieaa hara continuad to soar, intaraat rataa hara 
raaainad ralatiTaly high, and aaintaaaaea, haating, and utility azpanaaa hara 
riaan. 
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; MmAllM' IbwI^ Aet of 19n wmIA. m «• t 
it. Msist fiidllM ■■■Irlnf to b^r bOBM in two mj9. First, tiM 
■odify Mii ovMd tlM «ci«tl^ oipirlwwtil mtboritj of tiM Dipoit— t of 
Hmwliig tmA Ortots DwiToj—it to iaswo srodoBtod pny— t. ■ortcicM. 8. 10T8 
voold sisilarlT aodify and ovaad this anthority. Soeood, 8. 6A voold pro^do 
tor a B«v typo of tax osaagt sanriaca a cco u n t . Fattomad a€tar tiM IndiTldiial 
BatirBBMt AecovBt. tiM ladiTidaal loaains Aecoait autboriaad tqr thia UIX 
malA aaaiat fLrat-tina luaMUijai ■ in aeciHBlatiat fttada for a doaapaTaant. 
The iBdiTidnal Booaiag Aecoimt aoold porait fudliaa to naapt fron fadaral 
iacona taaetion uy to $10,000 ortr a lO-yaar pariod providad tba fttida arc 
aaad Par tha porehaaa of a taoBa. Prorlaioa ia nada for raeaptara of tba loat 
tax raraona. Bacaptora aoold ba aeccnpliahad \xf radiaeins tha baaia of the 
bona at tha tiaa of aala tor tba aaoont of thm doaapay—it which darirad froai 
an ZSJL. 

Za oar taatiaoegr laat Anfoat, tha aarinsa bank iadaatry atrooflr 
andoraad tha ZSJL propoaal and tha praaant propoaal aiailarly narita our stronc 
a up p ort . Such accouita would aid fhniliaa ia aoaaaalatiac dowapajnaota. 
Horaovar, tha raeaptora proriaioa ahoold dlnlniah tha budgatary iapaet of 
tha lagialatioa. 

Tha aaTiaga bank iadaatry faiFora ooaaidaratioa of, and axparinantatioB 
with, now aortcBga loan eootraeta aueh aa graduatad p ay a nt nortfacoa. Laat 
aunnar, w« i, la—iitad on tha Dapartnant of Bouains and Orbaa Daralopnant'a 
pco^ran for graduatad p ay a nt acrtgagaa and vara gratifiad that tha final 
ragulationa raflaetad eartain of our auggaationa. But daapita thaaa aipiificant 
laproraMMita, wa eontiaua to hara raaarmtioaa aa to how widaapraad landar 
aecaptanea of autfh aortgagaa will ba. 
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rint. utiUsstloa of a gndMitod p i j ra tBt aortflifla «atail« a 
r«dae«d eaah flov and iBer«as«d riwk la th* mtIj jTMn. m ooapmd vith 
th* trttditloDAl IcwI-p^TBtot aortcMP** «»•• tte voliat of ftads avmilAblo 
fbr •ddltloDAl l«Ddliic or to sMt Uquidity aoods eould bo dlalniChod. Vo 
do aoto thst tho 10 pr oo nt dowtpoyaMxt roqiulrod bgr ttao XooDt FhHIIoo' 
Boooiat Ast imild toad to looooa tho loBdor'o laeroaood riok. 

S o c oad, orlglnatlnc aad oorTleiat eosto oro llkolj to bo higtaor 
vith tho gradaatod p a j r iat aMrtcicoo. A gradaatod p a j r iat aortflifla vlll bo 
difficult to osplaia to b o ir oa axo , muj of alioa will bo alov to graap all of 
ito raaifleatioaa. Iho additiooal tiao aad offbrt to prorido tho oiplanationa 
vill BoeooMurily add to tho origiaatioa eooto. Sorvieiat eosto viU oiailarlx 
iacroaao boeaaao of tho aaaaal ehoacao ia aoothly p a j r iat a tocothor vith tho 
roquirod atatOBaato aad aaplaaatioaa to tho borrovar. 

lotvithataadiac earoftal oxplaaatioaa at tho iaeoptioa of tho loa&» 
va f o r a a oa euatoaar rolatioaa problaaa vhaa b o ir ov axa aoa aortgafo balaaeoa 
eoatiauiac to rlao ia tho oarlj yaara orae though Bonthly p a j ra aat a^aro aada 
on tiaa. Vhila thoro raally eaa bo ao coagonaatloa for thoao kiada of dif- 
fieultiaa, authoriaatiaiof BUD to allov both origiaatiag aad aarrieiag faoa 
aoaavhat hi^iar than thoaa poraittod undor FHA aortgaga inauraaeo prograaa 
voold ooivanaato for tho tiaa roquirod to alaiaiso tho prOblaa. 

Ftarthar. tho uaa of altaraatiTO aortgaga iaatnawnta ahould not bo 
roatrietod aololy to gradaatod p a j ra aat aortgagaa. Rathar. va auat bogin 
to dovalop aortgago iaatrwanta that acfiTriilato tho aooda of both b or ro var a 
aad laadara. Doralopaaot of aooh iaatnawata aoeaaaarilj ahould iaeluAa 
osparlaantatioa vith a Tariatjr of aueh iaatruaaata Inftlwding thoao utilisiag 
a variablo rato aachaaiaa. Iho Tariablo rato aortgago haa boaa eritieiaad 
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tj soaft as b«liig unfair to tbm borrower — that th« landar la In a auch 

battar position to take aarkat rata rlska than tha lender. Such erltlclSB 

aaauaas that market Interest rates go only up. Experience Instructs us to 

the contrary as witness the decline In ratea from the peaks of 1973 and 19TU. 

Moreover, It should be recognised that variable rate aortgages are not In- 

ftrequentljr off ered at rates lower than those being offered In conjunction 

with the traditional loan Instruaent. Finally, It nust be noted that the 

current systen clearly penalises new borrowers by requiring thsa to pay a 

rate reflecting an Inflation prcnluB. This prcnlxm Is Included to conpen- 

sate lenders holding portfolios of loans made at rates well below current 

levels. Moreover, lenders because they know they will be unable to adjust 

rates In the future. Include a hedge against future Inflation. 

All things considered, we are convinced that both borrowers end 

lenders would benefit If alternatives to the long-ten, fixed rate aortgage 

were available In the aarket place. Accordingly, we strongly urge the 

CoiBlttee to consider end to adopt an aaendaent which would authorise HUD, 

1 
under the Section 2US Sxperimental Financing program, to experiment with 

other kinds of alternative mortgage Instruments as well. Including the 

authority to experiment with both variable rata and stepped-rate mortgages. 

Despite the negative reaction of certain groups to variable rate 

mortgages, consumers have accepted then In the marketplace. Tha California 

experience la well documented. However, less well known Is the experience 

of Washington Mutual Savings Bank of Seattle. The bank's plan, which la 

designed to expand home ownership opportunities for younger families ~ 

Interestingly enough the same objective that S. 6Sk seeks to achieve — 

Is a multi-level rate plan. The program, which has been overwhelmingly 
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^pMliBc in WashiflctoB, offers in tiM mtrlj jrMn of a loan iatcrvst rates 
vsU bslov ths e ur rs nt anrkst rsts bsing offsrsd on lTri.« iysjf s nt «ortciifss. 
At intsrralt of tvo yssrs. tbsrs ars inersssss in ths losn*s rmts of intsrsst. 
Bsfinnlnf at the and of tha aixth sraar, tha rata ia fizad at a lar^ sllflxtly 
abora exirrant narkat lavala. Iba rata aehadnla fbr tha antira taia of tha 
loaa ia elaarly spallad out in tha ■ortgaga contract at ita ineaption so 
thera are no surpriaea and no queatlons about future fluctuations in interest 
ratea. Thia plan, like the OFN, thus permits jrounger fasdlies to take ad- 
Tantaga of future eemlngs increaaea. 

In conclusion, va are pleaaed vith the fact that the rn— Ittes is 
eonsiderinc these bills and beginning to ezaaina aoaa of the problaav inherent 
in the traditional level-paxaant aortgage instruBsnt. Ve hope that the 
Coaaittee vill conaider expanding the Section 2k5 Sxperiaental Financing 
prograa to perait BUD to esperlaent vith a vide Tariety of aortgage instruaaata. 

The Coaaittee ia undoubtedly avara that autual aaTings bsaks in 
aost states are nov pez«itted to offer Tariabla rata aortgagea. Thus, irhile 
adoption of our auggaated aaendaast ia not strictly necesaary for tha aaringa 
bank induatry, it would proaota aacperiaentation vith altamatire instmaents 
in both conrastional, aa veil aa FSA loana. Such experiaentation vill redovn 
to the benefit of all thoaa vho are intereated in expanding hoae ovnerahip 
opportunities . 

Finally, ve would note that vhen this CoiBittee first voted to 
create the Section 2l»5 prograa, prorision vaa aade to perait HDD to experiaeat 
vith Tariable rata aortgagea aa well. While thia particular prorision vaa 
dropped in conference, it ia iaportant to realise that ve are aaking the 
CoBsdttee only to readopt tha aaaa poaition it took a fev yeara ago. 

Ve appreciate thia opportimity to share thoughts vith you and hope 
that they vill be helpful aa the Coaaittee continues its deliberationa. 
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The Chairman. Thank you very much. 

Senator Brooke. Could we have all the statements before we ask 
questions? 

The Chairman. Yes, indeed, and all the statements will be printed 
in full in the record. 

Senator Brooke. I just want to say to Dr. Klaman, this is not a 
defense of Dr. Rosen, because as you know he can ably defend him- 
self, but when you mentioned about the projections of 7 percent infla- 
tion for the next 5 or 10 years, we all agree and I think Dr. Bosen said 
he agreed or hoped that that would not be the case. I just want to 
point out to ^ou for the last 5 ^ears we have had an average of 7- 

BTcent inflation rate and I thmk that's probably colored some of 
r. Itosen's thinking about it. Let us hope and pray that we won't 
be exposed to that for the next 5 or 10 years. 

The Chairman. One thing we can be sure of and that is nobody can 
predict it. We just don't know. The economists were so sure in 1974 
that the inflation rate would be 2 or 3 percent and it was 12 percent. 
If you can't predict for 1 year you certainly can't predict for 10 years. 

Dr. Klaman. My title no longer includes the words "Chief Econ- 
omist." I just gave up on that one. 

Senator Brooke. When did you give that up? 

Dr. Klaman. They kicked me upstairs. When the headlines of this 
hearing are printed, though, the real catchword is going to be that 
"Professor so-and-so from so-and-so university forecast an average 
housing price of $85,000" and it's going to scare people. Another focal 
pKoint will be that of a $20,000 downpayment, and I don't think 
either of these are the basis of this legislation. It's needed now 
perhaps because of the current environment and let's leave it that 
wav. 

Senator Brooele. But we already have the Harvard-MIT head- 
lines that came out, as you very well know, which predicted $78,000, 
and scared the life out of all of us. I'm not setting Princeton against 
Harvard and MIT, but still, I think we can expect that the cost of 
housing is going to be considerably higher. 

The Chairman. I agree with Senator Brooke. We have to move 
ahead. It's already 10 minutes to 12 and we have a number of other 
witnesses. 

STATEMENT OF DAYTD L. SMITH, SENIOS VICE FSESIDENT AND 
CHIEF ECONOMIST, OLENDALE FEDESAL SAVINGS & LOAN ASSO- 
CIATION, OLENDALE, CALIF., ON BEHALF OF THE NATIONAL 
SAVINGS AND LOAN LEAGUE 

Mr. Smith. Thank you very much. Due to the lateness of the hour, 
I'd like to very briefly summarize my statement. 

When we sat down and tried to explain these GPM's to the bor- 
rowers, the overwhelming reaction was negative. They did not like 
that kind of concept, until we showed them the two tables that are 
in my statement that detailed the exact dollar and cent monthly 
payments for the full term of the loan and the actual outstanding bal- 
ance at the end of each year of the loan. 
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When the people saw the dollars and cents involved, the overwhelm- 
ing negative response turned almost immediately to an overwhelmine 
positive response and virtually every person we talked to indicatea 
that if they had the free choice they would choose a GPM over a 
standard loan. The brochure that is part of the statement is what we 
now give all prospective inquirers about this instrument. The two 
tables on outstanding balances and monthly payments are given to 
every borrower for his loan so he can see the exact dollar and CMit 
obligation he will incur at any point in time for the full term of the 
loan. This explanation process we have gone throimh has made it 
much easier for both our people and, more importantly, the borrower 
to understand his obligation under the mortgage contract. 

Senator Sparkhan. Thank you, Mr. Smith. Let me say there's a 
roUcall on and Senator Proxmire has already left. It's limited to 15 
minutes so Senator Brooke and I must also go. 

Senator Brooke. I will stay, Mr. Chairman. 

[Complete statement of Mr. Smith follows:] 
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statement of David L. Smith 

Senior Vice President k Chief Economist 

Glendale Federal Savings k Loan Association 

Glendale, California 

on behalf of the 
National Savings and Loan League 

before the 

Conunittee on Banking, Housing and Urban Affairs 

United States Senate 

Hearings on S. 664 and S. 1078 

Washington, D. C. 

March 31, 1977 



Mr. Chairman and Members of the Committee: 

I am honored to have this opportunity to appear before you today. 
My name is David L. Smith. I am Senior Vice President and Chief 
Economist of Glendale Federal Savings and Loan Association, Glendale, 
California. I am representing the National Savings and Loan League, 
which is a nationwide trade organization for savings and loan assoc- 
iations. 

The National Savings and Loan League wholeheartedly endorses the 
graduated payment mortgage provision of Senate Bills 664 and 1078 and 
strongly urges this Committee to enact this provision as the first step 
in a broad reform in home financing techniques. The membership of 
the National Savings and Loan League adopted a resolution at its annual 
convention last October calling for the creation of several new types of 
home mortgage I instruments, one of which was the graduated payment 
mortgage* 
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GRADUATED PAYMENT MORTGAGES 

Both S. 664 and S. 1078 would am«nd Section 245 of the National 
Housing Act to remove the present volume restrictions on the 
experimental program with FHA insured graduated payment mort- • 
gages« Under S. 664, FHA would be able to insure graduated payment 
mortgages where: 

a. the maximum loan balance does not exceed 97% of the 
original appraised value (veterans may qualify for a larger 
amount) ; 

b. the maximum term is 30 years; 

c. the borrower's down payment is at least 10% of the 
acquisition cost of the property; and 

d. the mortgage would be exempt from any state -imposed 
interest rate restrictions. 

The Graduated Payment Mortgage 

The graduated payment mortgage (GPM) directly attacks one of the 
major defects of the standard fixed payment mortgage -- that the 
amount of house a family can afford depends upon its income at the 
time the house is purchased even though they may live in the house for 
many years. In effect, the GPM simply ''tilts" the mortgage payment 
stream so that it more closely corresponds to a typical family's 
income growth over a period of years. 

The major differences between a graduated payment mortgage and a 
standard level-peyment mortgage are that: 

1. the payments rise over time, ra^er than remaining fixed 
for the life of the loan; and 

2. in the early years, the payments are not sufficient to cover 
the interest owed so that the loan balance increases for the 
first few years. 
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Charts 1 and 2 compare the zxu>nthly payment and outstanding balance 
for two versions of the FHA graduated payment mortgage with a 
standard FHA level-payment mortgage. As shown in Chart 1, the 
monthly principal and interest payment for a $40,000 loan at 8% 
interest would be $294 for a standard FHA xportgage. With a graduated 
payment mortgage where the payments rise 7.5% for five years and 
then remain flat for the remaining term (FHA Plan IIQf the monthly 
payments for the same mortgage would start at $220 — 25% below ^e 
standard mortgage — and rise by about $17 each year until they reached 
$316 a month in the sixth year. Under FHA Plan V, the payments 
would rise 3% each year for 10 years and remain flat for the remaining 
term. In this case» the monthly payments would start at $242 and rise 
by about $8 each year until they reached $326 in the eleventh year. It 
should be noted that eight years elapse before the payments on this 
version of the GPM even match wliat they would have been on a standard 
loan. 

The primary advantage of the graduated payment noortgage is the simple 
fact that it enables families to purchase a home that they would not have 
been able to afford with a standard level payment mortgage -- provided 
that they have good reason to expect their income to grow in the future. 
Thus, the graduated payment mortgage is particularly suited to young 
families buying their first home. 

The major drawback of the GPM is the negative amortization aspect. 
For the past forty years, both borrowers and lenders have been con- 
ditioned to expect the loan balance to decline with each payment. 
Borrowers will have to be taught that they could owe the lender more 
than they originally borrowed if they sell the house in the first few years 
of the loan. Lenders will have to learn how to handle the reduced cash 
flow in the early years and how to evaluate their risk on a loan vidiere 
the outstanding balance rises for a period of time. I believe that these 
problems can be overcome with proper education. However, the addi- 
tional risk and costs associated with graduated payment mortgages 
mean that GPM loans should carry a higher interest rate than standard 
mortgages. Until such time as experience proves otherwise, I estimate 
that non-insured GPM loans should have an interest rate 25 basis points 
above the rate on standard loans. 
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Ite BMBk Bomr^ to y o c c ed ivj^ T' 

tp «dSC«r 4»e consanaer s tSao^c befee e several 

tecte*9ttes« 




Last fa11« tibe Depsrtasacot o€ Hoosmg aad Urbaa Developoiaift isi 
refiti^ttais lor aa eag gcr Im sctal progr am vitii FHA insured gradaated 
paymcet navrtf afes« ^ Circs tiae tfmftatiop HKit aniy aboot 2,SO0 GPMa 
is9ttld be b^sured bf FHA, HUD establiibed a reservatiaB procedare so 
dbai bMiiiridttal Usiders voold know bow many loans they coald origiBate. 

bi my opbaiofi, tbis vobtnae restrictioD is vamecessary- aad it severely 
limits tikt oscdMDess of tbe "experimcot*'. Tbe problems caused by tfie 
volnme restrictloD faichide; 

1« tbe small immber of loans granted to any one lender pre* 
cbides any rneanfaigfttl adrertising of tbe loans; 

2« tbe loans bave to be processed and serviced manually, 
ratber tbaa by computer; 



Tbe program is limited to one percent of tiie outstanding aggregate 
principal amount of all mortgager and loans msured n& any one 
year \snder Title U of the National Housing Act. 
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3. employee training and education costs are very high; 

4. in most cases, lenders are not able to utilise the loans 
for new construction projects, but are restricted to using 
them for spot lending on resales of existing homes; and 

5. the number of loans is too small to obtain any meaningful 
data on the borrowers. 

The best way to "experiment" with graduated payment noortgages is 
to remove all volume restrictions -- as proposed in S. 664 and S. 1078 — 
and let borrowers choose between standard mortgages and readily avail- 
able graduated payment noortgages. A viable marketplace for graduated 
payment mortgages can only be created when: 

1. lenders conduct meaningful marketing and pidblic education 
programs; 

2. the lending community itself learns how to deal with GPMs, 
including the development of proper computer processing; 
and 

3. a secondary market is. developed. 

Glendale Federal's Experience 

Wilshire Mortgage Corporation, a wholly owned subsidiary of Glendale 
Federal Savings, received a reservation for 50 of the FHA graduated 
payment mortgages. Wilshire Mortgage acts as a mortgage banker for 
Glendale Federal, specializing in the origination of FHA and VA loans 
which are then sold in the secondary market. Wilshire Mortgage usually 
services the loans for the purchaser. 

A brochure describing the GPM program, together with an example, was 
prepared for distribution to real estate brokers and the public (see 
Exhibit A). In addition, payment and amortisation schedules were 
developed for all authorized loan amounts at the current FHA rate of 
8 percent. These schedules pernxit the loan officer to provide the 
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borrower with a detail of the payment and loan balances for each year 
of the GPM and are used to assist the borrower to select a plan suited 
to his particular situation. 

Glendale Federal and Wilshire Mortgage deliberately restricted the 
GPM to first-time homebuyers in the spirit of the original intention of 
the GPM experiment. To date» the marketing program has been very 
low-key and has consisted only of contacting real estate brokers in 
selected areas of Southern California. These real estate brokers were 
asked to describe the GPM program to potential buyers and refer them 
to Wilshire Mortgage for additional information about the program. No 
mass media advertising has been conducted due to the small number of 
GPM loans authorized. Thus, only those people already in the market 
for a home in selected geographical areas are even aware of the program. 

Wilshire Mortgage's GPM program became effective February 7, 1977. 
As of March 23, only seven GPM loans had been applied for (four more 
applications are in the initial stages). The loan oHicers tell me that all 
50 GPM loans could have been issued in the first four weeks of the 
program if the first-time homebuyer restriction were removed so that 
any. potential FHA borrower could apply. 

Table 1 provides a profile of the seven applicants for the graduated pay- 
ment mortgages, together with a profile of ten randomly selected 
standard FHA loan applications in process at Wilshire Mortgage on 
March 23, 1977. 

The average GPM loan applicant is 29 years old, has an annual income 
of $15,805, is buying a home selling at $38,785, with a down payment of 
$3, 171. The average loan amount is $35,614 and the average mon^ly 
* payment for principal, interest, taxes and insurance is $286. Thus, the 
average GPM applicant has a payment-to-income ratio of 22.4 percent, 
where the high is 30. 2 percent and the low is 17.3 percent. Six appli- 
cants selected Plan III (7.5 percent payment increases for five years) 
and one selected Plan I (2.5 percent payment increases for five years). 
If these seven borrowers had all used the standard FHA mortgage, their 
average initial monthly payment would have been $60 higher, and the 
payment-to-income ratio would have averaged 27.0 percent, rather than 
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22.4 percent. In the case of Borrower No* 2, the GPM probably 
meant the difference in enabling hixn to purchase the home, as the 
GPM reduced the initial monthly payment from $341 to $278. Instead 
of having a payment-to -income ratio of 37. 1 percent with a standard 
loan, this borrower has a payment-to-income ratio of 30.2 percent. ^ 

The average standard FHA loan applicant was slightly older (32.6 
years), had a higher inconxe ($18,008), was buying a slightly less 
expensive home with a smaller down payment, and had an average loan 
amount about $900 lower than the average GPM applicant* However, 
the average monthly payment was $331 -- $45 higher (16 percent) than 
the average GPM applicant. 

Given the extremely small number of loan applicants, care must be 
taken not to arrive at firm conclusions about GPM borrowers versus 
standard borrowers — particularly in view of the fact that all of these 
people were already trying to buy a home before they ever heard of the 
graduated payment mortgage. 

Glendale Federal's Research 

Prior to introducing ihe GPM program, Glendale Federal conducted 
some market research to determine possible consumer response to the 
graduated payment mortgage. In early December, 1976, three panel 
group interviews were conducted in the Greater Los Angeles Area with 
a total of 22 persons participating. A profile of the participants in the 
survey is summarized in Table 2. Panel group interviews are 
commonly used in market research to identify tentative qualitative 
responses. It is not possible to quantify the results of a series of 
panel group interviews. 

The overriding conclusion from the interviews was the importance of 
certainty regarding the borrower's obligation under a mortgage contract. 



Under a standard mortgage. Borrower No. 2 would need an annual 
income of $13,640 — 24 percent above his $11,040 income — to 
keep the payment-to-income ratio at 30 percent. 
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The overvidielxning respcmse was negative to a nu>rtgage instrument 
that involved increasing mortgage payments and negative amortization. 
However, ^R^en the two tables shown in Exhibit A were given to the 
participants, the overall reaction to the graduated payment mortgage 
became very positive when they could see the actual dollar amounts 
involved. In fact, only the two people over age 45 indicated that they 
would not want a GPM if it were available. All other participants 
indicated that they would select a graduated payment mortgage over 
a standard level-payment loan — provided that they knew the payment 
and amortisation schedules in advance. 

The reasons offered for selecting a GPM over a standard loan included: 

1. the lower initial monthly payments with a GPM would reduce 
the bxirden of the mortgage payment in the early years of the 
loan; 

2. the rate of scheduled increases in the monthly payment was 
small relative to their expected income growth; 

3. the amount of negative amortization was small relative to 
their expectation of increasing home values; and 

4. several people indicated that the GPM would enable them to 
buy the three bedroom home they really wanted, rather than 
being forced to start with a smaller two bedroom home and 
buy the larger home later. 

Other Problems with FHA Mortgages 

The FHA insured graduated payment mortgage program currently 
suffers from two constraints on all FHA insured loans — the $45,000 
loan limit and the 8 percent interest rate ceiling. 

If FHA mortgages are to be viable in the marketplace, I recommend 
that the $45,000 loan limit (under Section 203b) be raised to at least 
$60,000, thereby enabling more borrowers to utilize this type of home 
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financing. For example, house prices in California have risen 
rapidly in the last five' years to ^e point where the $45 « 000 limit for 
FHA loans covers only a very small segment of the market. For 
example, in Febmary of this year, the average sales price for all 
homes sold in Orange County, California (new and used) was $73,4651 
Chart 3 shows how the average new home price in Los Angeles County 
has risen faster than the national average in the last four years. These 
rapid price increases have severly limited the FHA marketplace, 
making it impossible to utilize FHA financing in major sections of the 
California market. 

The FHA interest rate ceiling linxits the use of FHA mortgages by 
financial institutions, as lenders are reluctant to hold FHA loans in 
their portfolios when the conventional interest rate is significantly 
higher than the FHA rate. ^ 

The FHA interest rate ceiling also distorts housing prices, because 
the marketplace puts a discount on FHA loans that is presently around 
five percent. Under present law, these so-called "points" must be 
absorbed by the seller. However, the sales price of the house is 
usually inflated by a corresponding amount, so that this cost is passed 
on to tile buyer. ^ 



The relative importance of FHA/VA financing by savings and 
loan associations has dropped considerably over the past 25 years. 
In 1950, FHA/VA loans accounted for 28 percent of all mortgage 
loans held by S&Ls. In 1950, the ratio was 18 percent, in 1972 it 
was 14 percent, and the ratio fell to 11 percent in 1975. In the 
three year period from 1972 to 1975, SUL holdings of FHA/VA 
loans rose only 5.9 percent, compared to a 40 percent jump in 
conventional loans. 

As a general rule, sellers attempt to add a premium to the sales 
price of their house if there is a good chance that the buyer will 
use FHA, rather than conventional financing. Therefore, the 
house price is inflated, and the increased cost is passed on to the 
buyer, virho now has a larger loan anoount and a higher monthly 
payment. This phenomena is recognized by the appraisal profes- 
sion, \^ich attempts to use similar types of financing as the basis 
for comparable sales prices of other houses in the community. 
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Tbe old •yjom^ ^There is ao free IodcIi^, is paxtacnlariy true vitb 
re#pect to FHA ffaaaadBif • Htcrcfore, it voold seeoa to be iMx more 
eiCicicBt to refDOve Ae arh il T Ty hatereot rate cei&Bf on FHA loias 
«o4 let t&e rate be determlDed bi tbe marke^Uce. At tbe Tery least, 
die FHA ceiHsf rate sbovld be cbaag ed more freqacatly io as sttrmpt 
to mhaimig e tbe itiscoqnt pcrists* 

THE mDIVIDUAL HOCSIMC ACCOi:!XT 

Scaate BiU 664 would also create an "iDdhptaoal Hoosbig Accooot" HHA) 
desiifoed to help Tooof families accnmnlate tiae dovn paymest for a 
bouse via iocome tax ioccntiTes* Aaooal cootribotions iip to $2, 500 
<total $10,000) tpoold be deductible from tucable income and interest 
earned on tbe IHA would be tax free — • provided Hiat the proceeds were 
applied to tbe pordiase of a bome* 

Tbe National Sarings and Loan League supports the concept of the IHA 
as ao innovatiTe and coo structi Te way to help young families accumoolate 
tlie dowi^ payment for a house* As presently proposed, the income tax 
sa^rings of the IHA are very substantiaL For example* if a family in 
tlie 22 percent tax bracket sared the maximum amount, tlie tax savings 
would be about $650 a year, or about $2,600 for a four -year progranu 
Including the tax benefits, a family would have to save about $160 a 
month for a four^year period to accumoulate $10,000. My rough per- 
sonal estimate la tliat the IHA would cost the Federal goTemment about 
$650 million per year for each million families that saved the maximum 
amount* However, the estimate does not take into account the added 
tax receipts tliat would flow to the Treasury from the additional business 
activity that would ultimately be generated as these families purchased 
homes that they otherwise would not have been able to boy. 

Although I personally support the concept of the IHA, I believe that 
sereral aspects of the proposal should be changed to reduce the cost of 
the program to the Federal goremment. Specifically: 

1. The IHA should be limited to first-time homebnvers. As 
presently proposed, all existing homeowners would be able 
to estabUsh a tax- subsidized IHA to build a nice nestegg for 
a subsequent house purchase. 
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Z. The $2, 500 xnaxiznuzn annual tax deduction is too high and 
should be lowered to $1,500, Assuming that the intent of 
the IHA is to assist young, relatively low-income families 
accunmUrte a down payment, the $2,500 appears excessive 
relative to their income. 

3, The maximum lifetime deduction should be reduced from 
$10, 000 to $6, 000. Lowering the toUl deduction to $6, 000 
would still enable young families to accumulate a 10 percent 
down payment for a nK>derately priced home. 

The combined effect of these three changes should significantly reduce 
the cost of IHA to the Federal government, without significantly affecting 
the ability of the program to assist first-time homebuyers accumulate 
their down payment. 

In conclusion, Mr. Chairman, the National Savings and Loan League 
wholeheartedly endorses the graduated payment mortgage as proposed 
in S. 664 and S. 1078. The National League also endorses the concept 
of the Individual Housing Account. 

Although the National League has not addressed the following specific 
points, Glendale Federal Savings and Loan Association recommends 
that: the FHA loan limit be raised to $60,000; the FHA interest rate 
ceiling be adjusted more frequently so as to minimize tile discount points; 
the IHA be limited to first-time homebuyers; and the IHA dollar limits 
be reduced to a $1,500 annual deduction and a $6,000 total deduction. 

Thank you for the opportunity to present this testimony. 
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CHART 2 

Remaining Balance 
$40, 000 Loan. 8.00% Interest, 30- Year Term 
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EXHIBrr A 



Mm! if 9 OfSduflMd PiynMnt Moc^iipi? 

A Graduated Payment Mongeoe (GPM) is a new type of 
mof tgi Q e that starts the monthly payment Mow that of 
a standard mortgage. At the end of each of the first few 
years the monthly payments incraaM by a fixed rate, 
after which they remain level. 

Miat are ttw benefits of a 0PM7 



the initial GPM payment is below that of a 
standard mortgage, more borrowers can qualify for 
mortgage loans. In addition, the borrower knows 
exactly wtiat ttte oaynents will be in the future. 

Who can apply for a QPM7 

Any borrower wtu) is currently seeking an FHA insured 
kian on 9n ownar-occucxed single family dwelling can 
apply for a GPM. 

Hpw many GPM plans are offHadr 

The tKxrower can seiect from five different GPM Plans. 

• Three piam increase the payments armually for the 
first five years by 2.5%. 5%. or 7.5%. 

• Two plans increese the payments annually for the 
first 10 years by 2% or 3%. 



After either the fifth or tenth year, depending upon the 
plan selected, the payments remain lawai. 

What would tfie payment s be on a $40,000 mor^giga? 

Asnjme an FHA borrower needs a %4OJ0OQ. 30^y«v 
loan end the current FHA mortgage rate is 8%. As 
shmwn in Table 1. the borrower can reduce the first 
year's monthly payments by $27 to $73 with a GPM aa 
opposed to a standard mortgage. 

The reduced monthly payments will causa the ii Mmag a 
balance to inaeese during the first few years. As tfiovwi 
in Table 2, the maximum balance win be between $1 to 
$1,236 higher than a standard ii Mmag a. 



Oownpaymants are somewhat higher with a GPM than a 
standard mortgage. Asnjming an acquisition coat of 
$45/XX) and 8% mortgage rate, a GPM would requiraan 
additional $60 to $1,250 downpayment, depending 
upon the plan selected. 



If you have any questions, or woukJ like a dd it ionai 
information, feel free to call us at (213) 240-4960. 
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TABLE 1 

MONTHLY PAYMENTS 
S40000 LOAN. t.OOK INTEREST. SO-YEAR TERM 

mAORAOUATIOPAVMiNTMOflTaAM FHA tTANOARO MOflTOAOI 

ORAOUATION RATI 

293^1 
2S3.81 
293.i1 
293.S1 
293.S1 
2S3.i1 
293J1 
293.S1 
293.81 
293.81 

11 301.M 309ie 31M3 ^1S.09 335^7 293J1 

12 301.M 309. 2« 31M3 ;^15^0« 32i^ 293 J1 

13 301j84 Ma.l« 31&43 aiS.» JStMJ 293.81 

14 30lji4 30a» 31«43 315 W 3JS jri 293J1 

15 301.A4 »9» 318^2 3ie » 12847 29931 
IS 301.S4 KQZa 316^2 31^09 33Sj«7 293.81 
17 301^ yca,ii 31S42 3 ISM 32i«1 293J1 
IS 30104 109J8 JT«,4j 3ii.a» 33&ff? 2B331 
IS 3111 &4 3W.3« JTftO 311,09 TABl 293.81 

293.81 
293.81 

_ ^ 293.81 

23 aOi G4 3C^2a ilA4? 31b OS 3» «7 293.81 

M 301. A4 309 2fl 3lfl43 31^00 33&je7 293.81 

28 901 &4 majfl 3 lift 43 315 09 ^A A7 293.81 
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TABLE 2 
tOTMMMKmDOm 
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22 



5f% 

34 

-I 
100% 
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ftMlXMi 

Taackar 



22% 
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STATEMENT BY PHN RAYMOND ON BEHALF OF THE 

U. S. LEAGUE OF SAVINGS ASSOQATIONS 
TO THE 
SENATE COMMITTEE ON BANKING, HOUSING & URBAN AFFAIRS 
MARCH 31. 1977 

Mr. Chairman: My name is John U. Raymond. I am Chairman of the 
Board of Home Federal Savings and Loan Association of Washington, D. C. 
and appear today In my capacity as an Executive Committee Member of the 
United States League of Savings Associations*. 

The U. S. League appreciates this opportunity to testify at your 
hearings on S. 664, Senator Brooke's "Young FamlUes Housing Act of 1977" 
and Chairman Proxmlre's S. 1078 estabUshlng the FHA Section 245 program 
on a permanent basis. These bills address some basic barriers to home 
ownership today: the avallablUty of mortgage money throughout the business 
cycle; acquiring a downpaymenq and, greater flexlblUty In meeting monthly 
loan payments. 

Mr. Chairman, members of the Committee, the savings and loan business 
Is deeply concerned over the ability of the American family — especially the 



*The United States League of Savings Associations (formerly the United States 
Savings and Loan League) has a membership of 4,400 savings and loan associacions, 
representing over 98% of the assets of the savings and loan business. League 
membership includes all types of associations — Federal and state-chartered. 
Insured and uninsured, stock and mutuah The principal officers are: J6hn Hardin, 
President, Rock Hill, South Carolina; Stuart Davis, Vice President, Beverly Hills, 
California; Lloyd Bowles. Legislative Chairman, Dallas. Texas; Norman Strunk 
Executive Vice President. Chicago. Illinois; Arthur Edgeworth. Director- 
Washington Operations; and Glen Troop, Legislative Director. League 
headquarters are at ill E. Wacker Drive. Chicago, IlUnois 60601; and the 
Washington Office is located at 1709 New York Avenue, N. W. , Washington, 
D.C. 20006; Telephone: (202)785-9150. 
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yowif tamily atrnxxXng one in life — to OMe wmmrdm a &awm p«y m m i and auaiain 
thm fnoRChly pftyments needed to acquire a tiome. Rcoem studies by tie 
CuiniBSSiuml Budget Office and die Jot« Censer far Urban Studies of d» 
M— — ctiueette Inatitute of Teehwoiogy s u gg eM diet aflbidaliUity is a growing 
y robl ei n fbr families in almost every econ o mic and social strata. 

We diinic bodi die Brooloe and die Pxoxmire bills deserve dB most serious 
consideration, since diey seelE to address scane of die basic problems dac 
fluviilies face in acquiring a home. These innovatli^ proposals would cur 
mortgage payments fbr modest income home purchasers, provide lenders with 
a mechanism fbr adjusting cd inflation and minimize g pv e i mi en t expendlturea* 
00m 

We axe psrtlculariy impressed wtdi Section 3 of Senator BxdoIk's S. 664 — 
tbt tax incentive plan permitting accumulation of $10,000 coward donnpsymenc 
on a home. This proposal for an Individual housing account^ <IHA) noukt 
Im^ prospective home buyes systematically save for deir home purdiaae and 
pr ovide great stimulus (d die capital formation needed by ttm housing secoir 
of our economy. As we have diocuflscd before odsr Commitfiees of die 
Qosgress, saving fbr fliture needs mskes a major contribution to die fight 
apiast inflatian. Our country's heavy tax burden acts as a disincentive to 
ssvinga. In order id acquire a downpayment, households must first ha^ie 
enough after -ax dollars id psK aside in a savingB account and dien muat 1 
die consequences of paying taxes on liie interest aocmed on 1 
Tlie IHA sucoesalully eliminates bodi of dnse djaincentivea* 
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This new version of the IHA improves on S. 3692 of the last Congress 
by reducing potential revenue loss to the Treasury. The provision adjusting 
the basis at time of sale by the aniount of the downpayment achieved dirough 
use of an IHA wiil permit the Government to recapture eventually some of 
the tax -sheltered savings. We understand that the technical language 
targetting this tax incentive to first- time home buyers may be reviewed 
further by the Treasury and sq^propriate tax -writing Committees and we would 
be happy to provide additional suggestions as this legislation proceeds in the 
95th Congress. 

In short, Mr. Chairman, Senator Brooke's Individual Housing Account 
is one of the most powerful incentives I can imagine for thrift and home ownership. 
* * * - 

We also endorse the Graduated Paynwnt Mortgage portion of S. 664 and 
S. U>78, and agree with Senator Brooke's observation that the FHA Section 245 
program may be easier to understand than his "Equity Adjusted Mortgagef' 
proposal last summer. 

The pronounced escalation in' home prices in recent years is due to 
mai^ factors -- water and sewer moratoria, environmental coooems, labor 
rat6s, land costs, building code restrictions, rising property taxes, stop 
and go economic patterns, and so forth. Lending institutions, scarred by 
a dozen years experience, have built future inflationary esq^ectations into 
their rates charged new borrowers. As we have testified on numerous occasions 
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all tibeae iactors cieaie bmraerm tor \ 
p^trtlmtiag tatix Uxwt teMise* 

Oae of dK ginseM rIgMiiies te tie ] 
relisfloe oa ftee fised-sMe. la ^ igm i i 
Federal Houmag ArtmlnliTitoa papolarized the jmoA t ia ed looa femir fcars 
a^, we h^iem that fiie FHA's SecHoii 24S pmg^mn ca via piMic mtryiMmm 
for GrMhiaigid P ay met Mortg^gpm todajr. 

Theze ia, unionuaatefy, ooe Uinidog iKtor iIim aiqr meriamlf zodaoe ite 
pracdcaUty ^ otfering ctieae (3M mongafips in the maitec place. A a umi i ef 
of acaie aaury laws include a provfaloo wiiidi maloea U. illegal to offer loaas 
diac zeauU in die pay ment of "inoerest on inmneac ** We comment the aadnzs 
of 8. 664 and S. 1078 for reco^dzing dda potential pzoUem and arrtLJii g id 
correct it in die language of dieir bUla. We bate long oppoaed usury Umiis 
as counter -productive, inefficient, and contrazy co die needs of the bome-busfiqg 
public, and wouki bbpe diat ooosuiner aooeptaooe of die Graduated Faymeot 
Mortgage woukl encourage atate legislators id remove dieae artificial 
reatricHona on a broader scale. 

As a lectmftcal matter, we pzefer die language of S. 1078: *'tlie principal 
obligation (including any interest wldch may be deferred and added id princqia]) 
of a mortgage insured pursuant co this section . . . ", to die comparable language 
in Section 2 of S. 664, since liie S. 1078 phrasing deals more clearly with die 
total outstanding indebtedness. 
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Of perhaps greatest importance, expansion of the Section 245 program 
encourages greater experimentation, both contractually anh through legislation 
and regulation, with other forms of alternative mortgage instruments. Flexibility 
in mortgage loans would provide new options which may s^eal to a broader 
segment of the population which is currently unable to enter the housing market 
because of the monthly payment rigidity found in existing long-term, fixed-rate 
mortgage contracts. 

When the U. S. League appecured before your Housing Subcommittee last 
August we spoke at length of the growing accq>tance of the most prominent 
of these alternative mortgage forms — the variable rate mortgage now in use 
at state -chartered savings and loan associations (and some state and national 
banks) in California. We would reaffirm that testimony today, and urge 
prompt consideration by your Committee of Senate Concurrent Resolution 9 
sponsored by Senators Cranston and Tower -- which provides a Congressional 
signal for the Federal Home Loan Bank Board to proceed with variable rate 
authority, at least on an experimental basis, at Federally -chartered S&Ls. 

Other mortgage loan innovations are being examined by our business and 
the FHLBB including: 

#- Interest-only provisions for the first five years, as now permitted 
by Section 545.6 of the rules for Federal associations; these loans, which are 
being tested in a number of locations, lower the initial monthly payments and 
avoid the "negadve amortization" and initial increase in principal indebtedness 
implicit in the FHA 245 plan. 



••-114 O - 77 - 7 
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# - The 8Cq>-rate plan being used at a ^ucual aavings bank in die 
State of Washington, which, we understand is growing in popularity — 
particularly with fiunilies at the **margin** of mortgage eligibility. 

# - The '*Brock-Ashley" proposal reviewed as S. 3193 by your Housing 
Subcommittee last summer, providing a variable rate for lenders, a fixed 
monthly payment for consumers, with a recapture arrangement. 

# - Sq^rate loan arrangements for the land and the dwelling. 

# - Contra:tual provisions enabling a borrower to obtain an 
additional line -of -credit supported by his payment performance, and "skip 
payment** clauses to permit consumers to miss their monthly obligation when 
suddenly unemployed or disabled. 

# - "Reverse mortgages" which would permit S8dLs and other financial 
institutions to offer their established customers annuity-like payments enabling 
them to "unlock" the savings that the built-up equity in their home represents; 
this would be particularly helpful to older couples on limited retirement incomes, 
faced with rising utility bills and other living costs. 

As you know, these and other changes are under detailed examination 
as part of the FHLBB's ongoing Alternative Mortgage Instruments Research Study. 
We are confident that the>Board's effort and those in the business itself will 
esqpand the home ownership opportunities for the American public. 
• • • 

In conclusion, I wish again to commend Chairman Proxmire and Senator 
Brooke for their important contributions to the critical area of home Unance. 
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The U. S. League supports S. 664 and S. 1078, and urges cheir prompt 
approval by your Committee and the Congress. . 

I appreciate this opportunity to present the views of the U. S. League* 
and I vrould be most pleased to respond id your questions. 
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Senator Bbooke. Think you, Mr. Bajmond. 

SIAIEMEn OF BOBEST W. DtYnrO, SEIIOE VICE FBSSDIEIT, 
HUVTIABLE TSTTSI CO., BALTUOIE, KD^ BEPKKtUUITlltt THE 
AKERICAV BA1KEB8 AflBOCIAIIOV 

Mr. Ibvino. Thank yon, Senator Brooke. I, too, will try and cut 
down my statement in the interest of time. 
[Complete statement follows:] 
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STATEMENT OF 

ROBERT W. IRVING 

FOR THE 

AMERICAN BANKERS ASSOCIATION 

BEFORE THE 

HOUSING AND URBAN AFFAIRS SUBCOMMITEE 

OF THE 

COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS 

UNITED STATES SENATE 

ON S 664 and S 1078 

MARCH 31, 1977 



Mr. Chainnan, my name is Robert Irving, and I am Senior Vice 
President of The Equitable Trust Company, Baltimore, Maryland. I also 
serve as the Chairman of the Government Relations subcommittee of the 
Housing and Real Estate Finance Division of the American Bankers Association. 

Mr. Chairman, as you will recall, ABA testified before this subcommittee 
last August concerning measures introduced by Senator Brooke and former 
Senator Brock of Tennessee which approached the subject of alternative 
mortgage Instruments with great imagination. Senator Brooke's bill offered 
a plan to make available the "equity-adjusted mortgage" — a concept 
which the ABA found to have much potential in the mortgage marketplace. Al- 
though this plan suggested an instrument which might have been found to be 
relatively complex for both lenders and borrowers, the concept offered an 
idea which, given the proper circumstances of increasing incomes and appre- 
ciating property values, would have served many mortgage customers quite 
well. Needless to say, we are delighted to come before this Subcommittee 
again in support of an even more acceptable plan to serve the homebuying 
public. 

Prior to covering specific points outlined in S 664 and S 1078, let 
me add my support and that of the ABA to your recognition of 
the fact that the main obstacle facing the young homebuyers of this nation 
today is the "affordability problem". Inflation, as many witnesses point 
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out, is housing's number one problem. The value received by the homeowner 
compared to the cost of ownership Is slowly being reduced to the point 
that many families do not feel comfortable with their monthly housing 
payments. Not only have sale prices of homes escalated, but taxes, in- 
surance, maintenance and utility costs have created in the minds of the 
first- time home purchaser a picture of potentially significant financial 
difficulty even after the purchase price is achieved. This winter and re- 
sulting energy costs at least temporarily depressed both the prospective 
purchaser and the housing market itself. 

As an aside, you may be interested to know the American Bankers 
Association looks forward to President Carter's energy message to be de- 
livered to the Congress and the Nation on April 20. In advance of that 
message, we at ABA are calling together a Banking Task Force on Energy -- 
with the impact of energy shortages and energy-related costs on housing as 
a prime concern. 

As I have stated, ABA is anxious to support new ideas which will bring 
homeownership to more Americans— young and old. The graduated payment mort- 
gage (6PM) is clearly a concept which may cause that desire to become reality. 
Senator Brooke's plan as expressed in S 664 is more understandable to the 
bank customer. According to the HUD outline for this new instrument, the 
6PM offers a reduced mortgage payment in the early years of property owner- 
ship. It offers the younger customer the opportunity to enter a home earlier 
than is now the case and thus, begin to build equity for the future. 
There are, as we must all recognize, some drawbacks to the plan: 

o Equity build-up may be delayed. 

o Resale may be difficult during the early years. 

o Increasing income is assumed. 

o Property value appreciation is assumed. 
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o Early payment reduction is slight. 

These drawbacks, however, should not force the abandonment of this and 
other progressive thoughts concerning alternative mortgage plans. In fact» 
the ABA would endorse this bill's provision giving FHA/HUO the authority for 
some permanence in its experimental graduated mortgage payment program to 
begin this year. With careful review, this program should give all con- 
cerned the opportunity to refine the 6PM and make it a conmon —and valuable- 
alternative mortgage instrument. 

As this Subcommittee is aware, under the GPM program, initial monthly 
payments would be smaller than they would under a standard FHA mortgage 
arrangement. As the payment amount grows over the years, the monthly 
installment would eventually be somewhat higher than under a standard loan. 
Therefore, in effect, both principal and some interest payments are initially 
deferred and subject to interest charges. Laws in at least 32 states pro- 
hibit charging interest on interest and several title insurance companies 
are now writing exceptions to title coverage for that portion of the GPM 
which represents interest on deferred interest. Considering the fact that 
FHA requires a clear title to insure its loans, insurance of such loans is 
effectively barred in these states. 

We are delighted to note that the provisions of S 664 and S 1078, as 
well as language contained in H.R. 4703, a bill introduced by Congressman 
Thomas L. Ashley of Ohio, would preempt state law in order to allow such 
GPM's to be insured. 

It may be appropriate to point out that initial indebtedness which jnay 
amount to 97X of the appraised property value concerns most mortgage lenders. 
These proposed amendments to the National Housing Act can potentially place 
a large burden on the lender and homebuyer. The approach to this aspect in 
S,.1078 is much preferred as it suggests a loan not to exceed 97X of total 
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outstanding indebtedness. We must point out, however, that S. 664 would 
require a 10X payment on account which would ease the burden considerably. 
Should Individual Housing Accounts as proposed by Senator Brooke in S.664 
become available, this lOX could become a more acheivable objective for 
the home purchaser. 

Again, these provisions as well as others have the full attention of 
ABA with the hope that the few aspects of the measure which detract from 
its effectiveness can be addressed, making this plan workable. 

The second and most interesting aspect of Senator Brooke's proposal 
is the Individual Housing Account (IHA). This account would, as Senator 
Brooke has pointed out, operate on a similar principle to the Individual 
Retirement Account. A prospective homebuyer would be allowed to place 
up to $2500.00 a year with a ceiling of $10,000.00 into the IHA and up 
to 10 years later use these funds as a downpayment on a first home purchase. 
The amount accumulated in an IHA for this purpose would be carried as a 
capital gain until the ultimate property was disposed of. 

As you recall, the American Bankers Association supported this Idea 
when it was last introduced by Senator Brooke. That support continues. 
We point only to the total impact on U.S. tax revenues due to the tax 
deductabillty of the IHA. However, we would have to conclude that at this 
point that impact's extent Is. unknown. Fiscal considerations which must 
be faced whenever there is a loss to tax revenue are always a concern. 
Individuals will be allowed — as they should — to open IHAs at 
several types of institutions:. thriJit_1nsti tut ions as well as comnercial 
banks. But all IHAs will not be the same, because the commercial banks currently 
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cannot pay as high a rate of Interest as the thrift institutions. The 
perceived rationale, for the existance of an interest rate differential is 
to attract savers' funds into thrift institutions which supposedly carry 
a mandate to reinvest these funds into the housing marketplace. In any 
case, a differential for IHA's is not necessary because the funds collected 
in IHA's are already earmarked for housing. 

We believe that most financial institutions will want to offer IHAs 
to their customers— and that competition will be intense. But commercial 
banks will be at a severe competitive disadvantage. 

Banks have faced the same problem with Individual Retirement Accounts. 
Banks have been leverely handicapped in competing with the thrift institu- 
tions for IRA business, and it is evident that —without relief from the 
interest rate differential— they would find themselves in the same situation 
with IHAs. 

To document this fact, perhaps this Subcommittee would be interested 
in the conclusions of an IRA Task Force of the ABA which were forwarded to 
Chairman Bums at the Federal Reserve Board on March 3, 1977. These con- k 
elusions were (in part): 

"The interest rate differential problem has become exceedingly acute. 
Federal Reserve survey figures show that, based on nationwide averages, 
a savings and loan will have four times the number of IRA dollars that 
reside in commercial banks. Mutual savings banks have seventeen IRA dollars 
to ewery one that a bank records. Estimates based on that survey indicate 
that the savings and loan industry has 120,000 more IRA accounts than the 
banking idustry; yet there are 5,700 less associations offering these accounts. 
About 285 mutual savings banks control 52X of the total number of IRAs that 
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banks have been able to attract. As yet another year-end "selling season" 
goes by and these dollars become compounded, the banking Industry continues 
to lose both earnings and the ability to provide maximum service to Its 
customers. Numberous reports from bankers, as well as first hand experience 
by the task force members Indicate that many customers shop at banks, but 
"buy" IRAs at thrifts in order to earn the quarter percent differential. 

"The Task Force members are well aware that Congress has been attempting 
to balance conflicting policy goals by mandating an Interest rate differential, 
but believe that the legislative history of ERISA Indicates that Congress' 
goal in the Act was the creation of a retirement savings instrument that 
would maximize the savings of all Americans. Differential interest losses 
to bank customers, we are convinced, are directly contrary to the intent 
of ERISA. The extent to which the differential contradicts Congressional 
Intent may be dramatized by consideration of differential Interest losses 
on a one thousand dollar per year contributory IRA on which a bank may pay 
only 7 1/2X while an S&L is authorized to pay 7 3/4X. Losses on a single 
year's deposit over a period of twenty years of quarterly compounding will 
exceed $220. During that same twenty years, total differential losses will 
exceed $1,300 on all deposits. 

"Not only does the differential penalize current bank IRA customers, 
but it also denies all potential retirement account holders the ability 
to choose among sponsors on the basis of quality of service and convenience. 
Thus, returns become the overriding determinant of sponsor for most potential 
IRA customers. Most affected by this limitation on freedom of choice are 
those employees residing in areas not served by thrift institutions. For 
them, the inconvenience necessarily accompanying the decision to seek the 
higher returns which they deserve, constitutes the equivalent of a discrimin- 
atory tax on their time and resources. 

"The differential also has a severe Impact on bank personnel. The demoral- 
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Izing effect of seeing old and valued bank customers opening IRA accounts 
at competing thrift institutions after being convinced of the IRA's value 
by bank employees is beyond estimation. Moreover, the effect of compound 
interest on long- term IRAs, and the fiduciary nature of such accounts, has 
induced in many bankers the feeling that they may be breaching a depositor's 
trust by encouraging him to open a bank IRA. This feeling is perhaps best 
summarized by a quote from a recent letter which ABA received. A banker 
wrote, 'As long as banks are in their current position, would a prudent 
person - armed with reasonable information - choose a national bank's 
IRA plan?' 

"Thus, it is our belief that the elimination of the differential on 
connnercial bank individual retirement accounts is not only supported in 
law by ERISA, but is a vital precondition for maximizing benefits to all 
individual retirement savers." 

Considering these recommendations, the American Bankers Association 
urges this Subconmitee to include in S 664 a provision that the interest 
rate differential not apply to IHA accounts. Pegging the interest rate 
at the same level for commercial banks and thrift institutions will ensure 
equal competition for such accounts— and allow savers the broadest possible 
choice. We are not urging af\y special privilege for commercial banks— 
merely equity! 

We believe It may be wise to consider allowing the rate of interest 
to be flexible within the limits of Regulation Q. Fluctuating rates, tied 
to a visible money market Indicator, should, I believe, be allowed for 
IHAs. Notice of changes in fixed rates, either increases or decreases, 
should be sent to the customer at least ten days prior to the effective 
date of the change. 

One final recommendation- -that the reports required of lenders under 
the act not be burdensome. All financial institutions are currently innundated 
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by the Federal paperwork burden. And while we understand the need for 
reporting under the act, we urge this Subcommittee to carefully review 
any regulation emerging to Insure clear and concise reporting requirements. 

In summary, the American Bankers Association endorses the principles 
and concepts embodied in S 664 and S 1078. The minor defects In the leg- 
islation (already noted) can, we believe, be overcome so that graduated 
payment mortgages and Individual Housing Accounts can become valuable and 
widely-accepted alternative means of providing housing to our nation's 
citizens. 

With respect to Individual Housing Accounts, however, we believe that 
S 664 should specifically remove the Interest rate differential between 
what banks and savings and loan associations can pay on such deposits In or- 
der to ensure fairness to the customers of all financial institutions 
in saving their housing dollars. 

We thank you for this opprotunity to appear here this morning to 
discuss these important Issues. I would be happy to try to answer your 
questions as they occur. 
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The Chairman. Thank you very much. I want to thank all of you 
gentlemen for your testimony. I guess I completely missed the testi- 
mony of Mr. Raymond. I understand it was terse and to the point and 
I appreciate it. 

Now, Dr. Klaman, in your testimony you seem to indicate that 
while you approve of the legislation and you thought it would open 
choices and that that would oe helpful, I interpreted you to feel tnat 
this would not solve the problem overall. This was not a major 
solution in the sense that we could expect that we could rely on this 
particular kind of le^slation to do the job. Is that right? 

Dr. Klaman. I tmnk that's a fair statement, Senator. A great 
deal more needs to be done and its use to the public would be quite 
limited. 

The Chairman. And that was pretty much the concensus that I 
got from all you gentlemen. You approve this. You think it's useful. 
You think it's a good initiative, but it is limited and it's nothing that 
will provide half a million or a million housing starts a year that 
we didn't have before or even 200,000 or 300,000. Is that correct? 

Dr. Klaman. Definitely so. 

The Chairman. Now on page 3 (see page 64) , Dr. Klaman, you sug- 
gest that lenders may have a cash flow problem with this instrument, 
the GPM. Would you expect there to be a significant impact on their 
credit policies? Will credit be more restricted to home buyers? What 
will the effect of higher downpayments be on buyer demand? 

Dr. Klaman. It would be — ^you mean the 10 percent downpay- 
ment? 

The Chairman. Yes, sir. 

Dr. Klaman. I suppose that it would be a limitation on younger 
families if that were reauired, obviously depending on the price of 
the house. But we find oy and large that we have very few loans 
that are less than that — except perhaps the GI loan. The 10 percent 
downpayment is apparently not beyond the ability of the market 
that is served by most savings banks on an average-priced house. We 
have a lot of housing in the Northeast that are below this medium 
of $40,000. My son lives in a lovely 3-bedroom 2i^-bath house that he 
bought for $30,000 in Massachusetts. 

The Chairman. Mr. Buckley wants to know where. He wants to 
buy it. 

Dr. Klaman. I'll tell you : we have two others just like it we rent. 

The Chairman. When? 1930? 

Dr. Klaman. About 8 months ago in Amherst, Mass. It's a de- 
pressed area. The university is reducing its staff. 

But seriously, sure, these are problems, but obviously when you 
have this kind of a loan where the balance increases, it's hard to com- 
bine no downpayment and a rising balance. I don't think that they 
are going to make more severe credit restrictions. Our concern is — 
Mr. Nevins and I didn't come up with these ideas. This was sub- 
jected to a very rigorous review by a task force of on-the-line savings 
bank mortgage lenders. They came up with these concerns. 

They said they would make these loans, sure, but it depends on the 
demands for credit and the alternative uses in mortgage markets, 
and I think it's the kind of problem that concerns them. That's why 
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they said: Let's offer this buyer alternative choices. They may go 
for the step rate plan which lias an amazing success in the State of 
Washington, and I'm goin^ to leave a little brochure with the com- 
mittee so you can see how it works. But that'sgeared to the younger 
family, with a maximum $40,000 house price, 'rtey will not entertain 
housing of a higher value for this kind of loan. 

The Chairman. Let me ask Mr. Smith. In fairness to Senator 
Brooke, this is a different kind of instrument. We haven't had the 
tax feature, for instance, in the law before now so that makes the 
downpayment certainly a lot more available. 

Nevertheless, the F«ieral Home Loan Bank Board, not the FHA, 
several years ago permitted savings and loans to offer what it calls 
flexible payment mortgages which essentially are GPM's. It's my 
understanding that this authorit jr has been almost totally ijpored by 
Federal savings and loan associations. Is that the case, and if so« why 
would S&L's be more interested in the FHA GPM's? 

Mr. Smfth. Senator, I'd have to state unequivocabljr that it has 
been ignored by the savings and loan industry for the simple reason 
that the benefits to the l^rrower are so miniscule that it's hardly 
worth the effort. For example, with a $35,000 flexible-payment mort- 
gage, the monthly mortgage payment is $15 less than a conventional 
level-payment loan, which is not enough incentive to the borrower 
to malce the difference. 

The Chairman. How would this provide the additional incentive? 

Mr. Smith. On this same loan, one of the versions of the FHA loan 
would lower the payments $75 a month, which is enough to make a 
critical difference to the borrower. We do issue flexible rate loans at 
Glendale Federal and I think I can count them on both hands and 
feet. We have had the program over a year and we have had less 
than 20 people who have taken them where we have tried to sell them, 
and in effect, the customer has said, '^Don't bother me with that. It's 
not worth it." 

As I said, we have started trying to issue graduated payment 
mortgages. The big problem has been that we can't advertise them. 
We've only got 50 of them and we ori^nate 2,500 to 3,000 loans a 
month. We cannot advertise that the GrPM is available or we'd use 
up our 50 so fast that we'd have the public mad at us. 

The Chairman. Mr. Irving, it seems to me a lender would have to 
be fairly conservative about giving out a GPM, both regarding the 
income potential of the borrower which is a little different than just 
estimating what he's got now, and assuming it will be stable, assume 
it's going up, and the resale potential of the property. Would you 
agree with that? 

Mr. Irving. Yes. I think you have to qualify it in one respect. 
Dr. Klaman referred to it. In this particular case, we are dealing 
with an FHA insured loan, so there is that protection from the 
lender's viewpoint. 

Dr. Rosen answered a similar question by saying, yes, I think there 
would be a tendency on the part of lenders to be more conservative. 
I think that would be especially true with conventional loans, but 
I would have to agree that even with the FHA none of us want to 
get involved in foreclosures and we probably would be a little con- 
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servative, concerned about the potential for income growth and the 
potential for appreciation. 

The Chairman. Mr. Rajonond, would you contemplate offering 
the GPM at a higher interest rate than tne standard mortgage in 
order to compensate you for your increased risk and lower early 
cash flow? 

Mr. Raymond. Senator Proxmire, I don't believe that we would 
necessarily feel that a higher interest rate would be appropriate on 
this type of loan. Our interest rates are more often dictated by our 
cost of money and by other competitive factors which we have no 
control over. 

The Chairman. Of course. I'm just saying would there be any 
differential here? I'm sure your overall industry would have to vary 
with that. 

Mr. Irving. I would not anticipate that this would necessarily have 
to carry a higher interest rate. 

The Chairman. I have a lot more questions, but in view of the 
hour I think I will just have to restrain myself and ask them for the 
record- When you gentlemen correct your remarks, I would appre- 
ciate it if you could answer these. 

Senator Brooke. Dr. Klaman, in your testimony you spoke about 
the need for higher origination and service fees for graduated pay- 
ment mortgages. Now is your request for higher fees simply a re- 
flection of a general belief that FHA allow^ fees are too low? I 
personally feel it would be quite easy to prepare a single document 
and chart which would clearly set forth the payments for each month 
for each plan and thus elimmate most, if not all, of the confusion. 
Many institutions are doing that now with considerable success. I 
would like to know the basis for your statement. 

Dr. Klaman. It's entirely possible, Senator Brooke, if these loans 
rise to great popularity competition in the marketplace probably 
would prevent taking advantage of the maximum fee permitted. 
However, I'm looking at table 2 that Dave Smith graciously pro- 
vided in his testimony and if you're sitting down with a borrower 
and there are five choices under this graduated payment program. 
There's a 2i^, 5 percent and T^^ percent possibility. I thiuK just in 
terms of the time, and I think it was pointed out here in your ab- 
sence. Senator Brooke, that you have to train people to explain this 
and it's going to take more to explain this than a simple level loan. 
This is a loan, simple monthly rate, and period. When you're looking 
at all these plans, and time is money and costs, it just seems to me 
fair to recognize that it's a different kind of instrument than the 
other FHA loans and therefore deserves to be treated a little differ- 
ently. 

Ir that doesn't provide to be the case, hoi>efully those origination 
fees won't be exacted. I think we need some incentive here. I'm look- 
ing for the incentive for the lender to put the funds out. Our people 
are quite willing to meet the market and make the loans. The task 
force that we organized to look at this proposal came up with these 
suggestions and I would be unhappy if tlus legislation passed and 
there was no activity — a big party and nobody came. Why wouldn't 
they participate in this program? What are the advantages to the 
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lenders in the private enterprise economy of free financial markets 
that would want them to really come into it? What is the incentive 
to the lender to participate in this program ? Is he worried he can't 
get his funds out because there's isn't enough housing demand? Is 
he just choking up to here with deposits that can't be channeled 
effectively through the marketplace? I don't think that's the case. If 
Professor Rosen's projections are correct — and let's give him the 
benefit of the doubt for the moment — ^we are going to be swamped 
with housing demands. Even if 50 or 60 percent of .^erican families 
can't afford housing, if only 40 percent can, that's a tr^nendous 
amount of housing. That's more housing than we have ever built in 
this country. So we have to have some way, if we believe in this 
system, in our private market system, to attract the lender to this 
instrument. That's why I say maximize the choice. 

Senator Brooke. And you think that higher origination fees would 
be attractive to lenders. 

Dr. Klamax. I think that at least shows him that we are aware 
of his problems, that there are costs, real costs when he sits down. I 
want to tell you — and I'm sure my savings and loans and commercial 
banks colleagues would join me — our major concern is the bottom 
line. I found in the 19 years I have been in the savings bank industry 
that the focus has shifted dramatically from growth as the major 
measure of performance to earnings, and surplus. We are under con- 
stant pressure from our supervisory authorities telling us that our 
surplus ratios are too low, our earnings are too low, and we've 
formed task forces to estimate costs of doing business. The NOW 
account, which is a fantastic instrument which you played such a 
large role in legislating, we are looking at that because you can't 
pay 5 percent and give it away free and make money, not even in 
volume. It just doesn't add up. So this bears on that. 

Now you've got another instrument and we're goin^ to look at it 
and say, "They want us to do this and they're not giving us one bit 
of incentive to do it." 

Senator Brooke. You don't have to pay 5 percent interest rates. 

Dr. Klamax. I know. That's the marketplace. That's what I mean. 
Mavbe it will go down. Maybe costs will go up. 

Senator Brooke. Mr. Smith, you're already doing this. Do you 
think you need incentives? Do you think higher origination costs are 
necessary? 

Mr. Smfth. Senator, we have only seven applicants right now, so 
it's kind of hard to extrapolate seven individuals. Our exx)erience 
with them, though, has been that it does take longer to explain it. 
It is more complicated. We do have to process it by hand right now 
because we cannot computerize for 50 loans. And I would have to 
concur with most of Mr. Klaman's comments that some kind of addi- 
tional fee may be the key incentive that lenders need, at least until 
they find out now much more difficult these are going to be. We will 
operate very differently with 50 loans than if we had an unlimited 
number of them. We will conduct more extensive training programs 
for our lending officers. I trained the officers that are doine: this and 
it's been a bootstrap operation, but the problem with the FHA loan 
with the interest rates and the very low fees does not give the lenders 
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much incentive to get into the program. We do believe, however, over 
time and through the use of charts and graphs like this we can 
explain the instrument to the customer in an imderstandable way 
without costing us a fortune, but it's obviously more complicated 
than the level payment loan. Someone, somewhere is going to nave to 
bear those costs. 

Senator Brooke. Now, Dr. Klaman testified in response to Sena- 
tor Proxmire's question, that this program would not have a very 
great impact on the level of housing starts. Do jrou agree? 

Mr. SMrTH. Yes, Senator, but it's not a function of a graduated 

{)ayment mortgage but the lunction of the FHA marketplace. FBLA. 
ending nationwide accounts for less than 10 percent of all mortgaj^ 
lending activity in any one lending year. In southern California, 
FHA Tending is virtually extinct because of the $45,000 loan limit 
and so it's an FHA problem, not a graduated payment mortgage 
problem. It would be far more constructive to offer GPM's on con- 
ventional, uninsured loans. Therefore, the National Savings and 
Loan League urges this committee and the Congress to enact Senate 
Concurrent Resolution 9, so that the Federal Home Loan Bank Board 
can authorize the creation of several new mortgage designs for the 
conventional market. 

Senator Brooke. If they were offered in the conventional mort- 
gage market, what would be the effect? 

Mr. Smfth. If they were offered, my frank forecast is that the 
consumers would choose these overwhelmingly over conventional 
loan payments and would drive the conventional mortgage into ex- 
tinction. It would take a number of years to do this, but I personally 
believe that would be the outcome. 

Senator Brooke. Mr. Irving, in your statement you say that the 
ABA endorses the principles and concept embodied in the bill before 
us but you continue by saying that the minor defects in the legislation 
can be overcome. 

Now I'm not sure about the defects you refer to. You list a number 
of drawbacks of the GPM's, but I don't clearly see the resolution of 
those problems. For example, you say Chairman Proxmire's approach 
to this aspect in S. 1078 is much preferred as it suggests a loan not to 
exceed 97 percent of total outstanding indebtedness : 

We must point out, however, that this concept amounts to a borrower's 
equity position of no more than 3% — a position hardly suflBcient to provide a 
lender and FHA with assurance against default. This provision seems par- 
ticularly troublesome if individual housing accounts as proposed by Senator 
Brooke in S. 664 become available. 

Now how should this be corrected? 

Mr. Irving. Well, there are several questions there I think and one 
I will take the opportunity to say that for the record I changed the 
word "defects" to "concerns" and agree these are not defects. 

Senator Brooke. They are minor concerns? 

Mr. Irving. They are minor concerns. Most of them have been 
expressed. 

Senator Brooke. I accept the amendment. Go ahead. 

Mr. Irving. The 3 percent, what we're really saying is that this is 
very marginal equity. It's not much in terms of dollars or equity to 



88-114 O - 77 . 



Digitized by 



Google 



no 

protect 

early da^ ^ . . . • 

nonappreciating housing market who had to sell their house had to 



^_ jct the buyer. I ^ess I'm influenced by an experience in the 
early days of the loco's where somebody with 3 jpercent equity and a 



pay 6 or 7 percent to sell the house to pay back 3 percent equity- 

We are supporting the bill that requires the 10-percent downpay- 
ment because with this increasing principal amount we think tms 
provides some cushion both for the borrower and the lender and I 
think for the FHA. 

Senator Brooke. Do the rest of you concur with that? 

Mr. Smith. Senator, I would disagree on maybe a technical point. 
I think the downpayment requirement ou^ht to be determined by the 
borrower and the lender rather than legislated in concrete. It may be 
that in some areas a 10-percent downpayment would be the absolute 
minimum and in others it may be a function of the geographical 
area or the borrower, 3 or 5 percent down. 

The Chairman. How realistic is the 10 percent, in your opinion? 

Mr. Smith. Well, I would guess if it wasn't legislated, the average 
downpavment might be 8 to 10. 

The CThairman. Senator Lugar. 

Senator Lugar. No questions. 

The Chairman. That's correct, and I will submit mine for the 
record, too. Grentlemen, thank you very much. You are certainly an 
outstanding and expert panel. 

Our finalpanel is Mr. Robert Arquilla, president. National Associa- 
tion of Home Builders, and Daniel C. Hanrahan, chairman. Legis- 
lative Committee, National Association of Realtors. 

Under the circumstances, we would appreciate it if you would 
abbreviate your statements. The entire statements will be printed in 
the record in full. 

Mr. Arquilla, go right ahead. 

STATEMENT OF BOBEBT ABaiTILLA, PBESIDENT, NATIONAL ASSO- 
CIATION OF HOME BinXDEBS, ACCOMPANIED BT CABL A. S. COAN, 
JB., LEOISLATIVE COXTNSEL; AND J. DENIS O'TOOLE, DEPTJTT 
LEOISLATIVE COXTNSEL 

Mr. Arquilla. Thank you, Mr. Chairman. 
[Complete statement follows:] 
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1STH AND M STREETS^ N.W^ WA8HIN0TON. O.C. 20006 

TELEX 80-2600 TELEPHONE (20» 463-OaOO 



STATEMENT OF 
THE NATIONAL ASSOCIATION OF HOME BUILDERS 

before the 

SUBCOMMITTEE ON HOUSING AND URBAN AFFAIRS 

COMMITTEE ON BANKING. HOUSING AND URBAN AFFAIRS 

UNITED STATES SENATE 

on 

S. 664. YOUNG FAMILIES HOUSING ACT 

and 

S. 1078. AMENDMENT OF SECTION 245 OF THE NATIONAL HOUSING ACT 

MARCH 31, 1977 

Mr. Chairman and Members of the Committee: 

My name is Robert ArquUla, and I am a home builder from Chicago. 
IllinolB. I am testifying today on behalf of the more than 82. 000 members 
of the National Association of Home Builders, the trade association of 
the nations home building industry, of which I am President. Accompanying 
me today is Carl A.S. Coan. Jr.. NAHB's Legislative Counsel, and 
J. Denis O'Toole. Deputy Legislative Counsel. 
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We appreciate the opportunity to discuss with you some suggested 
new approaches that can be pursued by the Federal government in ita 
continuing effort to achieve the national goal of "a decent home and a 
suitable living environment for every American family, '* The concept 
of S. 664 and S. 1078 for expanded use of alternative mortgage 
instruments, and the concept of S. 664 for the use of individual housing 
accounts are certainly two ideas worth exploring. Our industry in 
recent years has been encountering a whole range of moderate and 
middle income buyers who have neither the current income nor the 
downpayment needed to qualify for a standard, level-payment mortgage 
loan. And because the home building industry is so concerned about 
the increasing percentage of families priced out of the housing market, 
we commend to you as another approach for consideration, NAHB's 
Common Sense Housing Subsidy Program. This we have designed to 
specifically meet the needs of families priced out of the market as a 
result of high mortgage interest rates. 

To some, it may seem paradoxical that in the same month that the 
seasonally adjusted annual rate for single family housing starts neared 
a record level, a significant new study of the nation's housing situation 
prepared by the Joint Center for Urban Studies of M.I, T. -Harvard 
makes some dire predictions about the ability of an average-income 
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American family to afford to purchase a new home. Yet, the fact is 
that a majority of the purchasers of today's ne«ir homes are affluent 
fEunllles with incomes substantially above median income levels, and 
so we indeed fiace the unprecedented prospect of seeing many average* 
middle- income families denied the opportunity for home ownership. 

The explanation for why the American family is in danger of being 
priced out of the new home market, simply stated is that the costs of 
home ownership have outpaced increases in available income. Over the 
past six-year period in which double digit inflation was severe, the 
median price of a new house rose from $23,400 in 1970 to $44, 200 in 
1976. At the same time, other home ownership costs, according to 
Bureau of Census data, such as real estate taxes, fire insurance, home 
maintenance and repairs, and heating and utility costs increased at an 
average rate of between 10 and 15 percent annually. And to all these 
costs, must be added the increased cost of mortgage credit, which is 
the ultimate factor squeezing families out of the housing market. 

Unfortunately, the problem of housing affordability weighs heaviest 
on younger couples, themselves the product of the post-war baby boom, 
who are now in the process of forming their own families. Because of 
high mortgage interest rates, many of these families are priced out of 
the housing market, or, at the very least, find they must pay a 
significantly larger percentage of their family Income for housing costs. 
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We recognize that the level payment mortgage ignores the probability that 
the typical young family's income will rise over the family's working 
years, and that a graduated payment type of mortgage would provide 
lenders with much greater flexibility in qualifying the home buyer for a 
mortgage loan. 

NAHB, except in regard to variable rate mortgages which it opposes, 
has not adopted any policy position with respect to graduated payment 
mortgages or other forms of alternative mortgage instruments. Our 
staff is monitoring HDD's experimental finance program under Section 245, 
which provides five alternative graduated mortgage payment plans. We, 
also, are watching with interest the Federal Home Loan Bank Board's 
Alternative Mortgage Instrument Research Study (AMIRS). Once the data 
from these undertakings is available for analysis, we would hope to have 
specific guidance from cur Board of Directors. We recognize that just 
as the low downpayment, long-term mortgage was necessary for dealing 
with the realities of the 1930's and the neact thirty years, some 
alternative mortgage forms may require development In order to deal 
with the economic realities confronting today's home buyer. 

We should like to make one comment about S. 664. We see no need 
to lock Into the statute a requirement for a minimum 10% downpayment. 
While such a requirement may be needed In certain cases. It would be 
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better to leave it to administrative descretion as S. 1078 would do. 

With respect to the Individual Housing Accounts provision of S. 664» 
our Board of Directors at its meeting in January endorsed enactment of 
such a provision. (See Attachment A). This matter, we assume, will 
also require favorable action by the Senate Finance Committee. As you 
know, a number of proposals were made last year in connection with the 
Tax Reform Act for ending the interrelationship between tax law and 
housing. Fortunately, Senators Sparkman, Tower, Brooke and some of 
the other co-sponsors of S. 664 were able to persuade the Senate and 
the Congress of the need to provide the housing industry with the ability 
to attract equity capital through means of the tax law. 

Further reform of the tax code seems to be high on the Administration's 
list of priorities. We urge this Subcommittee to recommend specifically 
to the Finance Committee, early consideration of S. 664 and other types 
of tax proposals that will assist in providing a readily available supply of 
capital for home mortgagors. An example of a related item that might be 
considered is an NAHB supported proposal for requiring pension Ainds to 
increase their present minimal investment in residential mortgages to 20 
percent of assets over the next 10-year period. 

In conclusion, let me sketch out for you the details of NAHB*s Common 
Sense Housing Subsidy Program, which we believe can complement the 
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proposals under coosideration today. 

Actually, our proposal is for two programs. The first would provide 
assistance for the purchase of up to 100, 000 new or substantially 
rehabilitated units each year in inner city neighborhoods. The seoood 
would provide assistance fbr the purchase of up to 300,000 such units each 
year in other url>an and suburban areas. To encourage the prtnrisioo of 
housing in inner city neighborhoods, the terms would be somewtiat more 
lenient and the program would be available to anjrone regardless oi income. 
Under the second program, a fkmily could not have an income in excess 
of 150 per cent of the median income fbr its area. 

Both programs provide assistance through the means ot reducing 
mortgage interest rates by up to 3 per cent, but not below 6 per cent, 
depending upon the purchase price of the home. The higher the price of 
the home, the smaller would be the assistance, wltti a maximum purchase 
price of $50,000 in keeping with the program's goal of assisting middle- 
income families. 

Under both programs the Government would recapture the assistance 
upon the sale of the house to the extent that there were sufficient proceeds. 
Because we look upon the program as a permanent ooe to be used regardless 
of other economic conditions, this recapture aspect should ultimately result 
in the program being viturally self-sustaining in later years. A detailed 
description of the program is attached to your statement. 

Thank you for this opportunity to appear today. 
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HAIIB RKSOLUTION 



ATTACHMENT "A" 



January 25, 1977 
Dallas, Texas 



COMMITTEE ON CONVENTIONAL HOUSING 



INDIVIDUAL HOUSING ACCOUNT 



WHEREAS, the Increased costs of housing have required a continuing escalation 
In the size of down payments, and 

WHEREAS, the Inflation rate In recent years has eroded the ability of potential 
home buyers to accumulate down payments sufficient to purchase their first home, 
and 

WHEREAS, legislation has been proposed to create Individual Housing Accounts 
(IHA; that would make available a total of $10,000 in 10 years to set aside 
sufficient savings for a down payment, 

NOW. THEREFORE. BE IT RESOLVED, that NAHB seek and support legislation which 
would provide a deduction from taxable Income for deposits to interest bearing 
accounts which are established for use as the down payment on a first home. 



APPROVED BY THE BOARD OF DIRECTORS 
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HIGHLIGHTS OF NAHB COMMON SENSE HOUSING SUBSIDY PRCXSRAM 

Tw*) projyrams. The first would provide assintanrr for the purchase 

of up to 100.000 housing units p<'r .y(*ar and would be nimod at providing 
housing in inner-city neighborhrxxJs. The second would provide assistance 
for the purchase of up to 300,000 units per year and be basically directed 
toward suburban areas, but would not be so limited. 

Both programs would provide assistance in connection with new or 

substantially rehabilitated single -family homes or condominium units, 

Under each program the units authorized annually would be allocated 

as follows: 

PURCHASE PRICE PERCENTAGE OF UNITS 

0-$25,000 10% 

23.001 - 30,000 20% 

30.001 - 35.000 20% 

35,001 - 40.000 20% 

40.001 - 45.000 20% 

45.001 - 50.000 10% 

Under each program the initial mortgage interest rate would be based 

upon the purchase price of the home. This interest rate would remain unchanged 
under the inner -city program, but under the suburban program would 
increase by 1/4% per annum, until the market interest rate in effect at the 
time the mortgage was written was reached. 

— The initial mortgage interest rate would be calculated by reducing the 
market interest rate by the interest percent established for the purchase price 
category in which the home falls, but in no case below 6%. The reduction by 
purchase price category is as follows: 

PURCHASE PRICE INTEREST PERCENT REDUCTION 

0-$25.000 
25. 001 - 30. 000 
30.001 - 35.000 
35.001 - 40.000 
40. 001 - 45, 000 
45.001 - 50.000 

— In the case of the inner-city program, there would be a one-time front -end 
payment to the lender, based on an expected average mortgage maturity of 
12 years, to compensate for the lower interest rate carried by the mortgage. 



3 % 


2 3/4% 


2 1/2% 


2 1/4% 


2 % 


13/4% 
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I'ttr Uh- siibiirh.'in pr«»gram, an annual payment would hr made to the lender 
in an amount icjual to the differi.*n«c' h(rtwecn what the inort^af^e payments 
for print- iph* and interest would have been if the mortgage carried tht* 
market interest rate in effect at the time the mortgage was written and 
the principle and interest payments paid pursuant to the reduced mortgage 
interest rate for that year. 

— To be eligible for assistance under the suburban program, a family's 
income may not exceed 150% of the median for its area. There would be 
no income limit for the inner-city program. 

Under both programs, the borrower would be required to repay the 

subsidy paid on his behalf by the government at the time he sold the house* 
to the extent that his sales proceeds were sufficient. The mortgage would be 
assumable through the first 12 years after it is written, with the assumer 
to repay any subsidy attributable to his period of ownership. 

Only conventionally financed mortgages would be eligible under either 

program, 

Both programs would be run by GNMA. 
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February 23, 1977 
HOME PURCHASE ASSlgTANCE ACT OF 1977 



This Act is designed to provide housing for middle- income families 
at affordable terms. Because of high mortgage interest rates, an increasing 
number of middle- income families who could have afforded to buy their own 
home in the past can no longer do so. This Act would authorize the Govern- 
ment National Mortgage Association (GNMA) annually to provide Federal 
assistance for the purchase of 400, 000 new or substantially rehabilitated 
homes. The assistance would be in the form of payments to lenders to lower 
the homeowners' mortgage interest rate. 

The Act would provide for two programs. In recognition of the fact 
that many American families prefer to live in urban neighborhoods but that 
these neighborhoods often lack decent, newly constructed or substantially 
rehabilitated housing, the first program would provide annual assistance for 
the purchase of 100,000 homes in older, urban neighborhoods. These 
neighborhoods would be those designated by the governing body of the unit 
of general local government, pursuant to regulations issued by the Secretary 
of HUD. These regulations would set guidelines for the types of neighbor- 
hoods that would qualify, e. g. , age of present housing stock and potential 
long-term availability. They would also prescribe the nature of the commit- 
ments that the governing body would have to imdertake, in connection with 
its designation of the neighborhood, for the upgrading and maintenance of 
public facilities and services in the neighborhood. In recognition of the 
importance of maintaining the vitality of these neighborhoods with a diverse 
population, there would be no income limits on those eligible for assistance 
and the assistance would be more generous than that available under the 
second program. 

The second program would provide annual assistance for the purchase 
of 300, 000 homes in other urban or suburban areas. Only families with 
incomes at or below 150% of the area's median income would be eligible. 
Family Income would be determined as imder the 235 program. 

Both programs would cover new and substantially rehabilitated single- 
family homes and condominium units costing $50, 000 or less ($62, 500 in 
Alaska, Guam and Hawaii). The dwelling unit must be occupied by the 
purchaser as his principal residence. Only conventionally financed mortgages 
would be eligible for this assistance. 
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In each program the amount of the assistance would depend on the 
secondary market interest rate in effect at the time the mortgage is 
executed and the purchase price of the home. 

The market interest rate used to determine the amount of assist- 
ance would be the average yield (adjusted to the nearest one-quarter percent) 
for the preceding three months of four-month commitments issued by the 
Federal National Mortgage Association in its conventional secondary market 
operations. This rate will be determined by GNMA and published on the 
first of each month. 

The percentage by which the mortgage interest would be reduced 
from the secondary market rate would be scaled according to the purchase 
price. The maximum assistance payment would be sufficient to lower the 
mortgage interest rate by three percentage points, but not below a rate of 6%: 

PURCHASE PRICE INTEREST PERCENT REDUCTION 



$0 -$25,000 3% 

25.001- $30,000 2 3/4% 

30.001- 35.000 2 1/2% 

35.001- 40.000 2 1/4% 

40.001- 45,000 2% 

45.001- 50.000 1 3/4% 

The differential in interest rates among different purchase price 
categories would always be maintained, regardless of the market interest 
rate. For instance, if the market interest rate was 8 1/2%. the reduction 
for a home purchased at a price of $25,000 or less would only be 2 1/2%. 
to the 6% floor, and the reduction for a home purchased at a price between 
$35,001 and $40,000 would be 1 3/4%. rather than 2 1/4%. to a rate of 6 3/4%. 

The manner in which the assistance payment would be provided under 
the two programs is different. Under the first program of assistance in 
purchasing homes in older, urban neighborhoods the mortgage would be 
written with an interest rate as determined above. To compensate the 
lender for the below- market interest rate. GNMA would make a one-time, 
front-end payment to the lender within 30 days after the execution of the 
mortgage. The payment would be in an amount equal to the difference 
between the principal amount of the mortgage and the amoimt which would 
be paid for the mortgage if it were priced to provide a yield equal to the 
secondary market interest rate in effect for the month in which the mortgage 
is executed. In calculating such yield. GNMA would assume that the life 
of the mortgage will be 12 years. There would be no change in the mortgage 
interest rate over the life of the mortgage. 
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Under the second program the mortgage would carry an initial 
interest rate as determined above. This Interest rate would increase 
1/4% per year thereafter, until it reached the secondary market interest 
rate in effect for the month in which the mortgage was executed. From 
that time on the mortgage would carry that secondary market interest 
rate. An annual payment would be made to the lender to compensate for 
the lower interest rate in an amount eqiial to the difference between the 
total amount of principal and interest due under the mortgage for the 
year and the amount of principal and interest which would have been due 
for that year if the interest rate on the mortgage was equal to the 
secondary market rate in effect for the month in which the mortgage 
was executed. 

Under each program the home owner would be required to execute 
a second mortgage, in favor of the United States, pledging repayment of 
the assistanc? payments made on his behalf by GNMA. This second mortgage 
would be d*jc at the time the property is transferred or the mortgage retired, 
whichever occurs fifst. In the event of a sale or other disposition, the 
amount the home owner would be required to repay could not exceed the 
gain realized. The definition of gain would be the same as found in 
Section 1001 of the Internal Revenue Code for determining gain or loss 
upon the sale of property. In addition, allowances for selling expenses, 
as set forth in Section 1034 (b) of the Internal Revenue Code, would be 
permitted. 

Thus, if the assistance payments made on behalf of a home owner 
amounted to $2,000 and she resdized from the sale of her home only $1,000, 
after deducting the real estate commission and other selling expenses and 
allowing for improvements made to the property, she would only be required 
to repay the $1, 000. In addition, the second mortgage would be satisfied 
and she would have no further obligation to GNMA. 

Mortgage loans assisted under this Act would be assumable by 
subsequent purchasers at any time during the twelve years following the 
execution of the mortgage, provided the new home owner agrees to repay 
that portion of the assistance payments attributable to his period of owner- 
ship. In the case of the program for older, urban neighborhoods, the 
amount would be that portion of the one-time payment allocated by GNMA 
to the new home owner. Under the second program, it would be the amount 
of assistance payments made after the assumption. The assimier would be 
required to execute a new second mortgage to assure repayment, which 
would not be required to exceed the gain realized at the time of his 
subsequent sale or transfer of the property. 
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GNMA would issue to builders prior to or during the construction 
or rehabilitation of eligible units commitments to make assistance payments. 
These commitments would be for one year, with one six-month extension 
permitted. A fee of up to 1%, based on the maximum sales price of the 
dwelling units for which the commitment is issued, could be charged plus 
1/4% for a six- month extension. 

GNMA could issue a commitment for a maximum of 100 units to 
any one builder under the older, urban neighborhood program at any one 
time. For the second program the maximum commitment would be 50 units. 
However, builders would be eligible for separate maximum commitments in 
each standard metropolitan statistical area in which they are building. 
Furthermore, a builder, who has entered into sales contracts for 50% or 
more of the dwelling units covered by his commitment, may receive an 
additional commitment equal to the number of units on which he has sales 
contracts. The units covered by a commitment would be by purchase price 
category and a single commitment could include units in more than one 
category. 

Although the number of units authorized for assistance each year 
could not exceed 100,000 and 300,000 imder the two programs, respectively, 
the actual number that could be assisted in any one year could not exceed 
the number authorized in appropriations acts for that year. Of the number 
of units approved for assistance in each year, they would be allocated by 
unit purchase price as follows: 

PURCHASE PRICE PERCENTAGE OF UNITS 

10% 
20% 
20% 
20% 
20% 
10% 

These purchase price categories may be increased by up to 25% for 
units located in Alaska, Hawaii and Guam. 



$0 


$25. 000 


25.001 - 


30. 000 


30. 001 - 


35.000 


35.001 - 


40. 000 


40.001 - 


45.000 


45.001 - 


50,000 
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A BILL 

TO provide mortgage credit assistance to middle -income families pur- 
chasing conventionally financed new and substantially rehabilitated 
homes and to facilitate the preservation and renewal of urban 
neighborhoods. 

Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled . 

That this Act may be cited as the "Home Purchase Assistance Act of 
1977". 

UN DINGS AND PURPOSE 
SEC. 2.(a) The Congress finds — 

(1) that many middle-income famUies, who in the past could afford to 
purchase a newly constructed or substantially rehabilitated house, and make 
mortgage payments thereon with a reasonable portion of their income, are 
now unable to afford such a purchase because of high mortgage interest rates; 

(2) that urban neighborhoods offer living environments that are prefer- 
able to many American ftnilies, but that these neighborhoods need the 
availability of decent, newly constructed or substantially rehabUitated housing 
that can be afforded by middle-Income families; and 

(3) that it is the policy of the United States to encourage private enter- 
prise to assume the predominant responsibility for attaining the National 
goal of a decent home and a suitable living environment for every American 
family. 
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(h) II is lh<?ri?ror«! Ihc iMjrfxiHo of this Act lo niithori'/.o Ihr Secretary 
or llcjusini; and Urban Development to direct the Government National 
Mortgage Association to enter into contracts for mortgage assistance pay- 
ments to enable middle-income families to finance the purchase of new or 
substantially rehabilitated housing within their financial means. 
MORTGAGE CREDIT ASSISTANCE FOR MIDDLE-INCOME FAMILIES 
SEC. 3. Title III of the National Housing Act Is amended by adding three new 
sections as follows: 

"Homeownershlp for Middle-Income Families 

".Sec. 314. (a) The Secretary is authorized to direct the Association to make, 
and to contract to make, mortgage credit assistance payments to lenders who 
agree to make home mortgage loans to middle-income families meeting the 
requirements specified in this section. 
"(b) To qualify for mortgage credit assistance under this section- 

(1) a family's income (as defined in section 235 (i )) at the time of 
initial occupancy shall not exceed 150 per centum of the median income for 
the area, as determined by the Secretary with adjustments for smaller and 
larger families; 

(2) the mortgage shall not be Insured under the National Housing 
Act nor guaranteed under Chapter 37 of title 38, United States Code: and 

(3) the mortgage loan shall be for the purpose of assisting in the 
purchase of a newly constructed or substantially rehabilitated single -family 
dwelling (or of a single-family dwelling unit in a newly constructed or 
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HubHtanlially rehabilitated condominium project) that is to be owned 
and occupied by the buyer as his principal residence and the sales price 
of which does not exceed $50,000 ($62,500 in Alaska. Hawaii, and Guam). 
"(c) A mortgage assisted under this section shall bear an initial interest 
rate, based on the purchase price of the dwelling unit and on the secondary 
market rate for the month in which the mortgage is executed, calculated 
as follows: 

"(1) for dwelling units with a purchase price not in excess of $25,000 
the greater of 6 per centum or the secondary market rate minus 3 per centum; 

"(2) for dwelling units with a purchase price in excess of $25, 000 
but not in excess of $30,000, the greater of 6 1/4 per centum or the secondary 
market rate minus 2 3/4 per centum; 

"(3) for dwelling units with a purchase price in excess of $30, 000 
but not in excess of $35,000. the greater of 6 1/2 per centum or the seondary 
market rate minus 2 1/2 per centum; 

"(4) for dwelling units with a purchase price in excess of $35, 000 
but not in excess of $40,000, the greater of 6 3/4 per centum or the secondary 
market rate minus 2 1/4 per centum; 

"(5) for dwelling units with a purchase price in excess of $40,000 
but not in excess of $45,000, the greater of 7 per centum or the secondary 
market rate minus 2 per centum; and 

"(6) for dwelling units with a purchase price in excess of $45,000 
but not in excess of $50,000, the greater of 7 1/4 per centum or the secondary 
market rate minus I 3/4 per centum. 
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The? Torvftolnft purchase price limits may be increased by up to 25 per centum 
for dwelling units located in Alaska, Hawaii and Guam. 

For the purposes of this section, the secondary market rate for 
any month shall be the average yield (adjusted to the nearest one -quarter 
per centum) for the preceding three months of four-month commitments 
issued by the Federal National Mortgage Association in its conventional 
secondary market operations under section 304, as determined by the 
Government National Mortgage Association and published on the first day 
of each month. 

"(d) The initial interest rate on each mortgage assisted under this section 
shall be increased annually by one-quarter per centum on the anniversary 
date of the execution of the mortgage until the mortgage interest rate equals 
the secondary market rate in effect for the month in which the mortgage was 
originally executed. 

"(e) With respect to each mortgage assisted under this section, the Associ- 
ation shall make an annual mortgage credit assistance payment to the lender 
on behalf of the eligible family. The payment shall be in an amount equal to 
the difference between the total amount of principal and Interest due under 
the mortgage for the year, and the amount of principal and interest which 
would have been due under the mortgage for the year if the mortgage interest 
rate on such mortgage was equal to the secondary market rate in effect for 
the month In which the mortgage was executed. 
"(f) To qualify for mortgage credit assistance payments- 
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'f 1> The mortiraipr shall cxocatep in fiwor of the Laited States, 
a it^rrvnd mort|[age on the property pied((in|| the repaytnent of the aggregate 
amount of the mortgage eredit aseistaace paymenta made on his behalf by 
the Assoeiation. 

"(2> The second mortgage shall be doe aad payable at the time 
title to the property is tr^nmttrred as a resolt of a sale or other dispositioa 
or at the time at vhieh the home mortgage is retired, whichever first occars. 
The amount of the mortgage credit assistance payments rcqiaired to be repaid 
under the ^''•cord nrortgage, in the event of the sale or other disposition of 
the property, shall not exceed the amomit of gain realized upon such sale or 
dlsposiik>n« For the psrpose of this sectioop "gain" shall have the same 
meaning as in section 1001 of the Internal Rerenoe Code of 1954 with adjust- 
ments being made lor selling expenses as defined in section 10344b) of said 
Code. 

"(3) A mortgage loan assisted under this section shall be assumable 

at any time daring the tveHe-year period subsequent to the execution of the 

mortgage: FrorJded^ That each such assomer executes in Cavor of the United 

States a second mortgage pledging the rep a y ment, as set out in paragraph <2)« 

of the aggregate amount of the mortgage credit assistance payments made on 

his behalf by the AssocUtion. 

"(g) (1) Commitments to malte mortgage credit assistance payments may 

be issued by the Association to a builder prior to or during the construction or 

rehabilitation of any dwelling units meeting the requirements of subsections 
(b) and (c). The Association is authorized to charge a commitment fee. not 
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lo cxccrod one per centum, based on the maximunn sales priceu of the 
dwelling units for which the commitment is issued pursuant to the 
purchase price categories as set out In subsection (h). The term of 
any commitment shall be for a period of one year and may be extended 
for an additional six-month period on the payment of an additional 
commitment fee of not in excess of 1/4 per centum. 

"(2) The Association may issue a commitment for no more than 
a maximum of 50 dwelling units to any one builder at any one time: 
Providect That , when a builder has entered into sales contracts for 50 
per centum or more of the dwellings units covered by his commitment, 
he shall be entitled to a commitment for additional dwelling unit^, but 
in no case may the number of additional units covered by a commitment, plus 
the number of dwelling units remaining unsold under the previous commit- 
ment, exceed the maximum limit of 50 dwelling units per builder; and 
Provided further. That a builder may receive separate commitments of 
up to fifty units for each standard metropolitan statistical area in which 
he is building. 

"(h) Commitments Issued in each flical year pursuant to this section shall 
not exceed the number of dwelling units authorized in appropriations acts, 
but in no event more than 300, 000 units per year, and the dwelling units 
available for commitment in each fiscal year shall be allocated on the 
basis of purchase price as follows: 
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"(I) for dwelling units with a purchase price not in excess of 
$25,000, 10 per centum; 

"(2) for dwelling units with purchase prices in excess of $25, 000 
but not in excess of $30,000. 20 per centum; 

"(3) for dwelling units with purchase prices in excess of $30, 000 
but not in excess of $35,000, 20 per centum; 

"(4) for dwelling units with purchase prices in excess of $35, 000 
but not in excess of $40,000, 20 per centum; 

"(5) for dwelling units with purchase prices in excess of $40, 000 
but not in excess of $45,000, 20 per centum; and 

"(6) for dwelling units with purchase prices in excess of $45,000 
but not in excess of $50« 000, 10 per centum. 

The foregoing purchase price limits may be increased by up to 25 per 
centum for dwelling units located in Alaska, Hawaii, and Guam. 

"Urban Homeownership Program 
"Sec. 31S (a) In order to encourage stability of older urban neighborhoods* 
the Secretary is authorized to direct the Association to make, and to con- 
tract to make, mortgage credit assistance payments to lenders who agree 
to make home mortgage loans to middle -income families meeting the 
requirements specified in this section. 
"(b) To qualify for mortgage credit assistance under this section - 

"(I) the mortgage shall not be insured under the National Housing 
Act nor guaranteed under Chapter 37 of title 38, United States Code; 

"(2) the mortgage loan shall be for the purpose of assisting in the 
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piirrhn.sr of a newly <onHtruc-tcd or substantially rc»habililatr<l si nj»lc- family 
dwelling (or of a single-family dwelling unit in a newly constructed or 
substantially rehabilitated condominium project) that is to be owned and 
occupied by the buyer as his principal residence and the sales price of 
which does not exceed $50,000 ($62,500 in Alaska. Hawaii and Guam); and 

"(3) the dwelling unit shall be located in an older urban neighborhood, 
as designated by the governing body of the unit of general local government 
pursuant to regulations issued by the Secretary. 

"(c) A mortgage assisted under this section shall bear an initial interest 
rate, based on the purchase price of the dwelling unit and on the secondary 
market rate for the month in which the mortgage is executed, calculated as 
follows: 

"(1) for dwelling units with a purchase price not in excess of 
$25. 000 the greater of 6 per centum or the secondary market rate minus 
3 per centum; 

"(2) for dwelling units with a purchase price in excess of $25,000 
but not in excess of $30,000. the greater of 6 1/4 per centum or the 
secondary market rate minus 2 3/4 per centum; 

"(3) for dwelling units with a purchase price in excess of $30. 000 
but not in excess of $35,000. the greater of 6 1/2 per centum or the 
secondary market rate minus 2 1/2 per centum; 

"(4) for dwelling units with a purchase price in excess of $35. 000 
but not in excess of $40. 000. the greater of 6 3/4 per centum or the secondary 
market rate minus 2 1/4 per centum; 
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"(r>) Tor (Jwollin/; unitN with a (lurrhaRO price in cxcosh of $40,000 
but not in excess of $45,000, the greater of 7 per centunn or the secondary 
market rate minus 2 per centum; and 

"(6) for dwelling units with a purchase price in excess of $45, 000 
but not in excess of $50,000, the greater of 7 1/4 per centum or the secondary 
market rate minus I 3/4 per centum. 

The foregoing purchase price limits may be increased by up to 25 per centum 
for dwelling jnits located in Alaska, Hawaii and Guam. 

For the purposes of this section, the secondary market rate for any 
month shall be the average yield (adjusted to the nearest one-quarter per 
centum) for the preceding three months of four -month commitments issued by 
the Fedei'al National Mortgage Association in its conventional secondary market 
operations under section 304, as determined by the Government National 
Mortgage Association and published on the first day of each month. 
"(d) With respect to each mortgage assisted under this section, the Association 
shall make a mortgage credit assistance payment to the lender on t>ehalf of 
the eligible family within thirty days after the execution of the mortgage. 
The payment shall be in an amount equal to the difference between the principal 
amount of the mortgage and the amount which would be paid for the mortgage if 
it were priced to provide a yield equal to the secondary market rate in effect 
for the month in which the mortgage was executed. In calculating such yield, 
the Association shall assume that the life of the mortgage will be twelve years. 
"(e) (1) To qualify for a mortgage credit assistance paymenythe mortgagor 
shall execute, in favor of the United States, a second mortgage on the property 
pledging the repayment of the amount of the mortgage credit assistance payment 
made on his behalf by the Association. 
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"(2) The second mortgage shall be due and payable at the time title 
to the property is transferred as a result of a sale or other disposition or at 
the time at which the home mortgage is retired, whichever first occurs. The 
amount of the mortgage credit assistance payment required to be repaid under 
the second mortgage, in the event of the sale or other disposition of the 
property, shall not exceed the amount of gain realized upon such sale or 
disposition. For the purposes of this section, "gain" shall have the same 
meaning as in section 1001 of the Internal Revenue Code of 1954 with adjust- 
ments being made for selling expenses as defined in section 1034(b) of said 
Code. 

"(3) A mortgage loan assisted under this section shall be assumable 
at any time during the twelve-year period subsequent to the execution of the 
mortgage: Provided, That each such assumer executes in favor of the 
United States a second mortgage pledging the repayment, as set out in 
paragraph (2), of the proportionate amount of the mortgage credit assistance 
payment made by the Association with respect to the mortgage for the period 
of his ownership of the property. In the case of such an assumption, the 
original or a subsequent mortgagor shall only be required to repay that part 
of the mortgage credit assistance payment which is proportionate to the period 
of his ownership of the property. The amount of any proportionate repayment 
shall be determined by the Association. 

"(f) (1) Commitments to make mortgage credit assistance payments may 
be issued by the Association to a builder prior to or during the construction 
or rehabilitation of any dwelling units meeting the requirements of sub- 
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nertionfl (b) and (c). The Association is authorized to charge a commitment 
fee, not to exceed one per centum, based on the maximum sales price of the 
dwelling units for which the commitment is issued pursuant to the purchase 
price categories as set out in subsection (g). The term of any commitment 
shall be for a period of one year and may be extended for an additional 
six -month period on the payment of an additional commitment fee of not in 
excess of 1/4 per centum. 

"(2) The Association may issue a commitment for no more than a 
maximum of 100 dwelling units to any one builder at any one time: Provided, 
That , when a builder has entered into sales contracts for 50 per centum 
or more of the dwelling units covered by his commitment, he shall be 
entitled to a commitment for additional dwelling units^but in no case may the 
number of additional units covered by a commitment, plus the number of 
dwelling units remaining unsold under the previous commitment, exceed 
the maximum limit of 100 dwelling units per builder: and. Provided further . 
That a builder may receive separate commitments of up to 100 dwelling 
units for each standard metropolitan statistical area in which he is building. 
"(g) Commitments issued in each fiscal year pursuant to this section shall 
not exceed the number of dwelling units authorized in appropriations acts, but 
in no event more than 100, 000 units per year, and the number of dwelling units 
available for commitment in each fiscal year shall be allocated on the basis 
of purchase price as follows: 

"(1) for dwelling units with a purchase price not in excess of $25,000, 
10 per centum; 

"(2) for dwellings units with purchase prices in excess of $ 25, 000 
but not in excess of $30,000, 20 per centum: 
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"(3) for dwellings units with purchase prices in excess of $30,000 
but not in excess of $3S. 000, 20 per centum: 

"(4) for dwelling units with purchase prices in excess of $35, 000 
but not in excess of $40,000, 20 per centum; 

"(5) for dwelling units with purchase prices in excess of $40, 000 
but not in excess of $45,000, 20 per centum; and 

"(6) for dwelling units with purchase prices in excess of $45, 000 
but not in excess of $50, 000, 10 per centum. 

The foregoing purchase price limits may be increased by up to 25 per centum 
for dwelling units located in Alaska, Hawaii, and Guam. 
"Sec. 316> (a) To carryout the purposes of Section 314 and Section 315, 
the Association is hereby authorized to enter annually into mortgage 
credit assistance payment contracts to assist not more than 300, 000 units 
pursuant to Section 314 (h) and not more than 100, 000 units pursuant to 
Section 315 (g) for each fiscal year commencing after September 30, 1977. 
"(b) To provide for the payment of mortgage credit assistance payment 
contracts authorized in subparagraph (a), there is authorized to be 
appropriated for each. fiscal year commencing after September 30, 1977, 

such sums, not in excess of $ for any such fiscal year, as may be 

necessary to carryout the provisions of Section 314 and Section 315. " 
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The Chairman. Thank you very much, Mr. Arquilla. 
Mr. Hanrahan. 

STATEMENT OF DAHIEL C. HAHBAHAN, CHAIBMAH, LEGISLATIVE 
COMMITTEE, NATIONAL ASSOCIATION OF BEALTOBS, ACCOM- 
PANIED BT ALBEBT E. ABBAHAMS, STAFF VICE PBESIDENT, 
OOVEBNMENT AFFAIBS 

Mr. Hanrahan. Mr. Chairman, I will curtail some of my written 
statement but I understand that the full statement will be a matter 
of record. Is that correct? 

The Chairman. Yes. 

Mr. Hanrahan. Thank you very much. 

[Complete statement follows :] 
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REALTOR aZS IStti Str««. WMMnglon. DC 20005 

TataptKXM 202 628 5300 



STJLTEMEIIT OF 

OAHIKL C. HANBABAN 

ChaiXMUi of tlM REALTOBS* LEGISLATIVE COHaiTEB 

HAIIOHAL ASSOCIATIOI OF lEALIOKS 

B«for« th« S«QAt« Coanattss on Bankiag, Houfliog And Urban Affair* 

L«gi«Utiv« Baaring* on S.1078 and S.664 

March 31, 1977 



Tha KATIOMAL ASSOCIATIOH OF KEALIOBfl^ i« coBpritad of oora Chan 1,700 
local board* of REALXOSS^ locacad in avary atata of tha Union, Cha Diatrict of 
ColtBbia and Fuarto Rico. Coabinad aaBbarahip of thaaa boarda ia in axcaaa of 
500,000 paraona activaly angagad in aalaa, brokaraga, aanagaaant, eounaaling, 
and appraiaal of raaidantial, cooMrcial, induacrial, racraacional and fana 
raal aatata. Iha Aaaociation haa tha largaat oaaibarahip of any aaaociation in 
tha U.S. concarnad with all facata of tha raal aatata induatry. Principal 
officara incloda: Harry 6. Elaatroa, Praaidant, Ballaton Spa, Haw York; tarn 
Grant, Jr., Vica Praaidant, Tulaa, Oklahoaa; and H. Jackaoo Pontiua, Exacutiva 
Vica Praaidant. Haadguartara of tha Aaaociation ara at 430 Korth Michigan 
Avanna, Chicago, Illinoia 60611. Tha Uaahington offica ia locatad at 923 - 15th 
Straat, H.V., Vaahington, O.C. 20005. Talaphona 202/628-5300. 
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Introduce tog 

Mr, ChAlnMUi^ nod mmh€t§ of tho Conlttoo — 

^ omm it Oia Hanrahan, I mi • iMltox* £roB Klisaboth. n&m Jors«j» 
m4 rnaMCly tonro m Chatiman of tho IBLUQtfl* UgisUtlvo CoMittM. I 
«■ iMro this ■ominf roprMoatlng ch« flvo hoodrod choosand IBLUQtfl* of 
iMMTlea who bolong to aoro than aovaataaa huadrad Boarda of laaltora and fifty 
ftAta AaaocUtlona. 

Mr, ChalnMUi, wa ara plaaaad to appanr hara today in baaic aupport of 
tha coocapta cootainad in S.1078 and in tha nroung Faiaiiaa' Rooaing Act of 
1*77**, t.664. Thaaa billa provida for auch laprovaaanta in aorttaga financa 
aa aipanding tha acopa of tha praaant azparlaantal prograa for Fadarally- 
iaaurad graduatad payaant aortgagaa and providing for tha craatioo of 
Individual Houaing Aft-t^tnt-m^ 



> I! 



Saction 243 of tha national Boualng Act providaa for a prograa of S ^ 

o m 

Vadarally-inaurad aortgaga loana of varying rataa of aaortisation on an ax- ** ^ 

9 o 

parliMntal haaia. Both S.1078 and tha **Graduatad Payaant Mortgaga Inauranca 

Act**, Saction 2 of S.664, would aaand Saction 245 aa followa: 



horrowar ia a vataran whoaa aortgaga loan ia inaurad undar a 
proviaion of Saction 203 paraitting lowar downpayaanta) . 



I 



Q 



1. Tha prograa would ba changad froa an axpariaantal to a ^ S. 

8 * 
paraanant baaia, 

2. Tha ontatanding principal balanca on auch aortgaga loana aay g ■ 

m % 
not at any tlaa ascaad 97X of appraiaad valua (unlaaa tha g ** 

tr o 



H 
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3. Such ■orttagtt loaaa voold not b€ tabjset to St«t« Imn 
lialtlat th« flBooat of iat«r««t which asy b« charted, or tha 
■aniMr of cAlcalatiat such iat«r««t (lac lading tbt prohibition 
«iain«t the charging of intornst on intnrost), if tuch Stntn Inws 
voold not apply to th« aortgnge loan in tha abtanca of graduatad 
paymant mortgage provitiont. 

4. In addition, 8.664 voold alto raqulra that tha dovnpayaant on 
such Bortgaga loana shall ba at laatt 101. 

Section 3 of S.664, tha '*Individaal Houaing Account Act", would aaand 
tha Intamal Rcvanua Coda of 1954 by allowing for tha creation of individual housing* 
accounts which are in the natxire of the existing Individual Ratirenent Accounts. 
The Individual Housing Account legislation would pexait deductions of up to $2,500 
for any taxable year for saonnts placed in a special account. The ■syfiwi which 
■ay be set aside in such accounts is $10,000. Interest earned on these deposits 
is not taxed. Both of these special tax traataents are allowed if the funda are 
used for the purchase of a principal residence. If the funds are not so used, 
penalties are iqwsed under this legislation. 

As Senator Brooke pointed out when introducing S.664, the escalating 
cost of housing threatens our traditional Aatarlcan dress end goal of hoae ow n ership. 
As the real estate professionals in constant contact with both hosMbuyars end 
hoae owners, the meabers of our Association know only too well the increasing dif- 
ficulties which face faallies - particularly young faallies - in thalr attsapts 
to achieve their dresa of owning their own hoaa. The provisions provided for in 
8.1078 and in 8.664 will help alleviate these difficulties, and therefore, this 
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As«ocl«tioa urges the CoBHlttac to ••rloucly consider this proposed l«gialAtloa« 

CMAIXUJXD PAIMgMT MOBIGACES 

This Astoclstioa ttrontly supports ths eoocspt of dst^sloplng sltoma- 
tivo BortgAfe lastnaMats to bottsr sstisfj ths difforlnt noods of ▼arloos 
ssg^cnts of our socioty. Ths flxod-rsto, fixod-paymoat Borttattt thst has bo«a 
ths hsllasrk of Bortgsgs flnancs for mors than 40 yosrs noods to bo sorlously 
re«zaid.aod in light of its ability to satisfy thasa differing needs. 

One ezaaple of a flexible-payment mortgage that has shown to be very 
popular in its few short months of existence are HDD's graduated payment mortgage 
plans. By a program of graduated mortgage payments tying the monthly payment to 
family income, the government's willingness to guarantee the success of such a 
program should encourage homeownership for many Americans now unable to afford it. 

This plan enables young families to purchase the home of their choice 
much sooner than would normally be the case, yet without obligating themselves 
to a debt that would be difficult, if not Impossible, to repay. Under the plan, 
monthly payments for principal and^ interest in the first year are as much as 25 per- 
cent below what they would otherwise be under a traditional level payment mortgage. 

Alternative payment plans, however, must also be well grounded finan- 
cially to assure a viable program. HUD's Graduated Mortgage Payment (GMP) Plan fills 
this objective. The GMP plan operates within well constrained and well defined 
bounds and avoids many of the pitfalls that are sometimes evidenced in other 
alternative mortgage instnaient proposals, as outlined in Attachments 1, 2 and 3. 

However, even the Graduated Mortgage Payment Plans are not completely 
devoid of potential problems. Mortgage plans which seek to "qualify buyers" by 
lowering the intial monthly payments could carry a higher risk of delinquencies 
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•od d«£ault than tradltlooal level payaeat nortgages do. That risk can be 
Hinlalsad 1£ the payaeat schedule increatee at a noderate rate and if undervritlog 
procedures are developed to identify fully qualified buyers whose incone will most 
likely keep pace with the prograamed increase in monthly payaents. 

Generally, axuuial increases in the monthly paynent schedule of 5 percent 
or less (typical of 4 of the HDD plans) should not pose an unmanageable burden 
on most homebuyers. In most cases, incomes will keep pace or out-strip these 
increases. However, to avoid an unacceptable rise in delinquencies, special care 
should be used in qualifying buyers for GMP mortgages which carry a 7% percent or 
higher rate of graduation. At the present time, the underwriting requirements 
for mortgages insured under Section 245 are apparently the saow as those specified 
for th e Sect io n 203(b ) and 234(c) programs. 

While this Association, therefore, basically supports the current 
Graduated Payment Mortgage, the majority of the amendments offered in S.1078 and 
in 3.664 do, in our opinion, perfect the existing legislation, and we submit the 
following observations: 

1. This Association strongly endorses the provision to convert the 
Section 245 experiment to a peaanent program and remove the one 
percent limitation of HUD's insuring capacity designated for the 
Graduated Mortgage Payment Program. Under the current law, only a 
few thousand units can be insured under the graduated mortgage pay- 
ment plan. He concur that if this program is really to be allowed 
to work, such constraints must be removed. 

2. Similarly, to assure marfiM possible availability of the program 
to homebuyers across the country, regardless of where they live, 

we support the concept that State usury laws are unduly restrictive 
in times of tight money. We, therefore, feel that mortgages on 
single- family dwellings could be best served by the provision to 
offset such State laws which set marl mi im interest rates charged 
and/or prohibit the charging of interest on interest, if such laws 
would not apply to the mortgage in the absence of such graduated 
payment mortgage provisions. 
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tflcb ciM MBoval of tiM oam pmtcmtt liait«tio«, 
fbool4 b« gLwma to aoro tcriiigflac aad«t«rlclo( ttOBdorda. Itetll 
tiM proooat tiao, tiM erltorlA offliod to tiM 243 yrug r o a hovo 
booo tfao MMO oo thooo oaod for tfao 203(b) procraa. 0« r oro g Bt— 
tiM dotlxability of this aodo of oporatioo dorlog tfao wyorlaoaral 
porlod of tho progna, tlaco it vm oocooiory to JoeiaiMt tho 
«aadorljlag cooooo ongtodortnt •uccootoo oad fallatoo. Foil laplo- 
aootttlon of tho prograa ro^lrot aoro eontlooo procofaroo bo pot 
loto offoct. Choncog of dofoult oad foroclotoro oro tpcroaood 
coooldorobly vith tho oogloct to coooldor fataro oornim poaor of 
potontlol borrovort m «o11 oo forocootod oyprociotloo of tfao 
proportlot to bo inoorod. Coro anot bo tokoo to ainlaioo aadoo 
potontlol droln oo tho TBk Inouraaeo fond. 

Wo do fool, howoTor, thot thooo coocoms eon bottor bo hoadlod 
by aoro corofal aooltorlat of tho progroaa to idootity andprovoat 
obutot thon by roltint tho dowapoyaoat oo Soctloo 243 aortgogoo to 
lOX o« propotod to 8.664. Touog faailiot todoy hovo o difficult 
ooough tiao roiting tho ro^irod doirapoyaoot oo tho oror iocrootiog 
cost of houoiog. 

Vo support tho liait of 971 of oppraitod voluo. tfhilo tho cur- 
root GM of fort flvo oltomotlTO plooo* tho ooo aoot vidoly plckod 
by borrowort it tho ooo providing for on aanuol 7 .31 incrooto ia 
tho laooat of poyaoatt for tho first fivo yoort. Uofortonotoly, 
this it oUo tfao plan which rotoltt io tho highott principal 
aaooat. (An analytit of thoto plant it containod in Attacfaaont 2.) 
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In short, Mr. Chairin, this AstoclAtioB it on r«cord a« •odortlAg 
Sactloa 243 m a potltiv« step toward banofiting joimg fodllet and flrat-tiaa 
hoaebuyart who caonot now afford hooaing baeausa of high aonthlj aortgaga paj- 
aants. Va appraciata and coBMnd tha intaraat this Coaaittaa hat shown in 
atrangthaning thia prograa. 

niPIVIDPAL BOOSHIG ACCOOHTS 
Tha "Toong Faadliaa' Houaiag Act of 1977** alao providaa for tha 
aatabliafaaant of an Individnal Housing Account (IHA) . Thia provision is 
daaignad to halp potantial hoaabuyars bj craating tax incantivas which assist 
iadividnala in aeetanlating acvinga for tha downpayaant on a bona. Tha 
Rational Association of RSAUQKS* aupporta tha objactivas of such incantivaa. 
Tha concapt of tha Individual Housing Account is a wall-placad stap in 
tha right diraction. Whila tha National Aaaociation of RBALrOSS<* supports tha 
objactiva of aiding potantial hoaabuyara, wa would lika to briafly indicata car- 
tain ^aationa about tha Indirldnal Houaing Account provisions which this 
Coaaittaa aay wish to considar: 

1. Tha daduction of up to $2,300 par yaar which is providad for in 
this bill would ba claiaad as an itsaisad daduction on tha indi- 
vidual's tax ratum. By its natura, this provision will ba of 
laas banafit to cartain taxpayars than to otbars. For aacaapla, 
if a taxpayar prasantly has vary saall itsaisad daductions, ha 
or sha would ba battar off claiaing tha standard daduction on 
bis or har tax ratum. If that parson did not sat asida tha 
aavlaua yaarly aaount allowabla for tha IHA, ha or sha aay still 
ba battar off claiaing tha atandard daduction rathar than itsai- 
sing. Thus, for that parson, tha bill's allowabla daduction 
providas littla banafit that yaar. Attacfaaant 4 sats forth ad- 
ditional inforaation on this point. 
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2. If « UK cradle U mttUxmd, tmthmx thoa am irtmttmA J«iMctlo«« 
ehfla « b«a«fle will be ovmlUbU eo « p«raoa whttir « triiaTd 
daAictloa U ac«d or aoc. Soeb « pravl«ioa« lw i «r , «oald 
probttbly ha aora «fl«cl7 t« tmnm of Wiw loasaa dua the 



« O M ^ 

• a g : u e — 



^ X £ ^ 3. QUA bill pnvUM « lOX parley opoa the mamt Mn«« If ic 
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U ■•€ aaod fisr dw frrlM— of a frlaeival tmmUmmcm, lto-> 

fiirn— raly, ckla provlaloa wamld mlmo p— illit tfas i 
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* I ;i J i MRvd Ua aooay la faod falek bac Coaad, avas at tha and of cfaa 

^ 3 ^ a M 
! * 3 M ■ taa yaara, ehac hia ■awrinf a«xa adll aot aafflclane for a 

daaapiqBaac. 1baa» ahta tha Miay la ratasBad* laaa caah chaa 

■apai-tail mmf ba aacaally aa iad biraaii of tha paoalcy. 

4. «a nadanrand ehac tha lataiu of cha Ok la to pcovlda am iacaatlv 

for thoaa alahiaf to farrhaoa thalr flrac priaclfal raaldaaca. 

Ihac la* thla provialoA la aoc aaallabla for thoaa paraooa aha 

■Iraadjy obb a boaa. It doaa aot afpaar that tha actaal laglala- 

tlva Tanyiaaa of S.664 apalla oat that thla provlalaa la llaltad 

to tha pvrchaaa of ooo'a first prtnrtpal raaldaaea. Afcordlngly, 

a tachaical 



la saMary, ». Chaimia, thla 
aboat tha avar Inrra aa fa g dlfflealtlaa faelaiK all fotaarlal hoaaboyara* bat 
particolarly yoaat f«rt1laa, la arzaaclac for irriBta ffnaara. 9m co^Mad tha 
CoHilttaa for Its foraalfht la co o aldar lag aoeh potaadal ra— iltti for thla 
problaa aa ronralaart la S.1078 aad S.M4. 

Wa appraclata tha opfortaaltlaa to i ibimIi ■!■ oar aup p urt aad oor 
oooeana. Thaok yoo. 
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ARJLCBMnT "l" 



ADVAHIACES or HPD'8 GBADOATBD PAnflBfT MOiTGACB raOGBAM 



1. The satire tchadule of aoathly pajnMatt And the outatandint 
mortgage balance are veil defined, and payBentt under other proposals 
fluctuate with the inflation rate and are not predictable in advance by 
both borrower and leader. 

2. The initial build-up in nortgage debt is liaited, so the 
honeowner is not accruing a debt of uncertain proportions over the life 
of the loan. 

3. The GSM nortgage pajnsents graduate at a predeterained rate 
for five or ten years and than convert to a fixed payaent schedule. 
Under nost deferred payaent-type loan plans, honeowners who stayed with 
the plan for too long, could be courting personal financial disaster, 
either through unconscionably hi^ monthly peyaents or through a huge debt 
payable upon sale of the ho«e. 

4. The '*truth-in- lending" aspects of GIM mortgages are far less 
complicated than other proposals. 

5. GFM mortgages should be more readily acceptable in the 
secondary market. A major drawback of other proposals is their uncertain 
marketability. Am you know, the Federal Kational Mortgage Association has 
already announced that these mortgages are eligible for purchase by FMMA. 
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YEAH 



9 
10 



COHPARISON OF STANOARO H0RT6ACE PAYMEITT 
SCHEDULE WITH 10 YEAR GIIADUATED H0RT6AGE PLAIi 

30 Ye«r Tem 



$35,000 Loan 


8-1/2t Intsrest 


LEVEL 




PAYMEMT 


2.5 PERCENT 


LOAN 


GRADUATION 


$269 


/^23a 


269 




' 2li2 


269 




i 21.7 


269 


Lower < 252 


269 




257 


269 




262 


269 


^268 


269 


r273 


269 


Higher ) 278 


269 


)283 


269 




V.290 



3.0 PERCENT 
GRADUATION 



Lower 



Higher 



COMPARISON OF STANDARD HORTGAGE PAYMENT 
SCHEDULE WITH 5 YEAR GRADUATED MORTGAGE PLAN 



$35,000 Loan 



8-1/2t Interest 



30 Year Term 



YEAR 

1 
2 
3 
k 
5 
64. 



LEVEL 

PAYMENT 

LOAN 

$269 
269 
269 
269 
269 
269 



2.5 PERCENT 
GRADUATION 



f\ 



251 

Lower ^^ 257 

1 lek 

i 270 

Higher ) 276 



5.0 PERCENT 
GRADUATION 



Lower 



Higher 



7.5 PERCENT 
GRADUATION 



r$203 

J 217 

Lower ^ 23* 

^252 

C 271 

Higher ^291 
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0UTST/U4DING PRINCIPAL BALANCE UNDER LEVEL 
PAYMENT PLAN AND 10 YEAR 6MP 





$35,000 Loan 


8-1/2t Interest 30 Year Term 






LEVEL 








PAYMENT 


2.0 PERCENT 


3.0 PERCENT 


YEAR 


LOAN 


GRADUATION 


GRADUATION 


Start 


$35,000*' 






1 


$35,000 


$35,000 


2 


.3^.735 


35.129 


35.311 




3*1. W 


35.210^ 


35.566 


k 


3^.13*1 


- 35.238X 


35.758 




33J92 


35.207 


35,879 _, 




^33.^21 


35.210 


35,918/ 




33.017 


35.061 


35.868 




32.577 


3^831 


35,716 




32.098 


3'».512 


35.^51 


10 


31.577 


33.91* 


35.060 


11 


31,010 


33.369 


3A.529 


12 


30.393 


32.705 


33.8M 




29.721 


31,982 


33.093 



OUTSTANDING PRINCIPAL BALANCE UNDER LEVEL 
PAYMENT PLAN AND 5 YEAR GMP 





$35,000 Loan 8-1/2t 


Interest 30 Year Term 






LEVEL 










PAYMENT 


2.5 PERCENT 


5.0 PERCENT 


7.5 PERCENT 


YEAR 


LOAN 


GRADUATION 


GRADUATION 


GRADUATION 


Start 


$35,000/ 


$35,000 


$35,000 


$35,000 




3^*'i7 


35.039/ 


35,315 


35.5611 




3'i,13'» 


35,007 


35,519^ 


35.988 




33,792 


3^,893 


35.596/ 


36.2*6 . 




33,^21 


3^,688 


35,526 


36.308/ 




33,017 


3^,384 


35,289 . 


36.139 




32.577 


33,968 


3^,862 


35.702 




32,098 


33,516 


3^,398 


35,226 




31,577 


33,023 


33,892 


3*. 709 



V Indicates peak mortgage balance. 
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Nuiee^ OF iroiviouAL income tax returns with statoaro 

AND ITEMIZED DEDUCTIOHS BY INCX3ME CLASS IN 1973 



Returni with Nunb«r of Rrhirnt by 

Adjusted Groii TvD» of Dtductlona Bwxtot of 

't— I20d Standard RftyTfft IfffUfl^ 



Undar SS^OOO 1,310,626 25,283,369 €.9f 

S5,000 - S9,999 5,771,126 I4>I0,606 28.0 

SIO,000 - SI4,999 7,705,940 8,098,169 48.8 

$15,000 - $19,999 6,214,263 2,876,738 68.4 

$20,000 - $24,999 3,239,423 704,570 82.1 

$25,000 and ovar 3,808,031 428,103 89.9 

Total 28,047,409 52,201,575 35.0f 



Sourca: Statlttlcs of Incoma 1973 - Individual incoiM Tax Raturns; 
Dapartmant of tha Traatury, Intarnal Ravanua Sarvlca. 
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The Chairman. Thank you, sir. 

Mr. Arquilla, you indicated that the National Association of Home 
Builders aoes not have a position on the bills before us and that you 
feel there's need for more study. You say your staff is monitoring the 
HUD experiment. Can you give us any indication of what the mon- 
itoring shows? 

Mr. Arquilla. We are really waiting, Mr. Chairman, for the sta- 
tistics to come out from HUD so that we can really put a fix onto it 
and as yet they have not come out. As a matter of fact, they will be 
coming out shortly. 

The Chairman. How has HUD's initial effort been viewed by 
homebuilders? 

Mr. Arquilla. I think the initial effort is fine. Any way that we 
can bring in line more young people to be able to afford to buy a 
home would be to the total country's benefit. We don't feel, however, 
that we have a fix on it. We are not sure how many people can take 
advantage of such a program and I can only echo some of the con- 
cerns that were mentioned here earlier today by the other panel, 
whether or not the financial institutions will view this form of mort- 
gage a good one and one that they would want to invest in heavily. 

The Chairman. Let me ask you, Mr. Hanrahan, more than any- 
one else, the realtor is the frontline person dealing with the home 
buyer. To a considerable extent the borrowers' attitude toward the 
GPM will be shaped by the real estate agent's attitude and ability 
to explain the complexities of the loan. Do you have any evidence 
of any kind that your members will be able to explain these loans in 
terms the consumers will truly understand and be able to assess in 
terms of the benefits and drawbacks to their own interests ? 

Mr. Hanrahan. Mr. Chairman, no tangible evidence that I can 
present to you right now, except to assure you that there's great 
concern and support for this concept among realtors. We feel it can 
be done. For example, real estate brokers have successfully explained 
the more complicated variable rate mortgage to numerous home buy- 
ers in California and in New England. It's going to be an educational 
effort and the National Association has committed itself to initiation 
of this educational effort. In fact, when the graduated payment 
mortgage plan was implemented by HUD last year, this association 
pledge! its support in educating the generalpublic on the provisions 
of the plan, particularly in areas where HUD offices are not located. 

The Chairman. Now you have endorsed the individual housing 
account. Isn't it true that this tax incentive will reward people in 
high tax brackets more than it will help people in low tax brackets? 

Mr. Hanrahan. Mr. Chairman, the answer is yes. We don't look 
upon the IHA as a cure-all for all potential home buyers. We think 
it has to be looked upon as an important part of an overall program 
of housing finance which, of necessity, must include the concept of 
the FHA section 235 and section 8 programs. 

Tlie Chairman. Mr. Arquilla, you're involved and very concerned — 
I'm sure both you gentlemen are — with the problem of afford- 
ability gap in housing, the fact that you both pointed out, and you 
strongly feel that it's a tragedy that the great majority of the people 
in this country can't afford to buy a home. 
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Do you feel there are a considerable number of moderately priced 
homes available which have difficulty in finding financing! Do you 
think that the lenders are inclined to make a loan on a larger home 
rather than a lower priced one when faced with a choice between 
the two f You might both want to answer that. 

Mr. Arquilla. Mr. Chairman, I really don't think so. I think that 
most thrift institutions across the country are very aware of the 
need for housing and I think they are very aware of the need that 
theyVe got to provide mortgages for not onlv the 

The Chaibman. I don't mean this in any kind of demeaning way 
at all. If I were in the business I think I'd recognize the fact that 
when you sell a large home there's more work for the builder, more 
profit for the builder, more commission for the realtor, and that's 
right. That's the way our system works. But it's a fact of life that 
we have to recognize and we have seen the terrific escalation in the 
cost of the average home as sold now. What is it now, almost 
$50,000? 

Mr. Arquilla. Mr. Chairman, we talk about median price and 
average price and we talk about what's going to happen 10 years 
down the road and I think I get more scared than the people who 
. are reading it in the newspapers. We have builders across this coun- 
try who are providing houses that cost $26,000, are successfully pro- 
viding it, and mortgage companies are coming in and providing 
them mortgages for those homes. I don't think it's a question of 
whether there's more profit in providing the mortgage on an $80,000 
house over a $30,000 house. I think it's a question of what the builder 
can provide in a particular area. 

Now, unfortunately, we have high cost areas and low cost areas 
in this country and it's very unfortunate. In the area I come from 
we can't provide housing for less than $38,000 or $39,000. It's not 
that we don't want to. 

The Chairman. You put it much better. I didn't mean there 
weren't areas where you cannot buy homes for $26,000 or $36,000. I 
had a builder in mv office yesterday that's done an excellent ifob in 
that respect, but there are many areas where you cannot. That's 
what I'm concerned about. 

Mr. Arquilla. In those areas where we cannot, we have a serious 
problem and we are not taking care of many, many, many of the 
lamilies who really need housmg. If the cost escalations continue 
we are going to be reducing the amount that we can take care of in 
the future. 

The Chairman. At any rate, you do not feel that this is a matter 
of the lenders not being as interested in a more modestly priced 
home? 

Mr. Arquilla. No, I do not. 

The Chairman. Would you like to say a word about that, Mr. 
Hanrahan? 

Mr. Hanrahan. I feel, and our members feel, that this program 
will really take hold. HUD quickly committed for the approximately 
3,000 units allowed under the current section 245 program. We feel 
in the competitive market the lender will want to make these loans 
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in order to assure a future clientele. We feel also that the prob- 
ability of getting the lower price housing unit is more likely in the 
resale home rather than the new home. There are some homes, of 
course, where you can develop a new home for this low price. We 
feel that the section 245 program does not stand alone, but has to 
be considered with other housing programs. 

The Chairman. You list in the attachment to your statement 
amon^ the advantages for the GPM that you have a well defined 
and clear-cut schedule of payments as contrasted with the variable 
rate mortgage where you wouldn't have that, you don't know what 
it is. Does that mean you oppose the variable mortgage because of 
its unpredictability ? 

Mr. Hanrahan. Not at all, sir. We feel every instrument should 
be allowed to be tested in the marketplace and we feel the market 
is going to indicate very clearly in some period of time, not too 
long a period of time, wnether it will survive. So we think there are 
circumstances where the variable rate may well apply, but this is a 
very attractive mortgage instrument we feel. 

The Chairman. Senator Brooke. 

Senator Brooke. Mr. Arquilla, when I introduced this legislation, 
my primary concern was and still obviously is to benefit first home 
buyers, particularly young families. This is because I think society 
really is jeopardized when you don't have young people owning a 
piece of this country. But I assure you that I also had in mmd 
the construction industry and the homebuildin^ industry and the 
real estate industry that were suffering at the time when this was 
introduced. I would think that this would be helpful to both of vou 
and I understood that your national association did go on record as 
being in favor of the individual housing account. Is that correct? • 

Mr: Arquilla. That's correct. 

Senator Brooke. I want that clear for the record because I think 
that it is important that we have your support on the individual hous- 
ing account. Though vou're monitoring the GPM and do not yet have 
an official position, don't you feel that the GPM would provide a 
stimulus to the housing industry, especially when we take into ac- 
count information that in California, under the GNP, the average 
monthly payment was $45 less than the average monthly payment for 
a standard FHA mortgage? It seems to me this would open up the 
market to many families who have been excluded and with no subsidy 
costs to the taxpayer. The realists in Congress know how difficult it 
would be to find support for even a shallow subsidy. This bill is 
an effort to give some relief to that first home buyer at less than 
extravagant cost to the Federal taxpayer. I'm not saying that I 
wouldn't favor personally some subsidy for lower mortgage rates, but 
when you get going down that road you're running into all kinds of 
obstacles, even with the new administration. 

So, in your monitoring, I hope you see that the GPM would be a 
stimulus to the housing industry. 

Mr. Arquilla. Senator, perhaps you misunderstand. We have i 
problem in our organization in that when we come to testify we car 
only testify to the effect of a policy that's been establishea by ou: 
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biMird of dmctors. Oor iMMird of direeton will be wfHm^ Iiere in 
Maj mud oertainl j this is goiiie to be broo^it to than, sad if we can 
cofirince them of the merits ofjoor proposdU as &r as the graduated 
payment is concerned, I'm certainly sore that we will be coming back 
and telling yon that. But since we donH have the policy, it s im- 
possible for me representing that organization to express agreement 
or disagreement. We do hare policy on the saiings plan and so 
therefore we are in favor of it and we think it*s extremely important 
and would be a very viable tool in bringing in fonds into the thrift 
institiiti<His and yet provide a little help financially to those saving 
for their first home. 

Senator Bbooke. I certainly understand your position and I don't 
argue with that, but I do know yoor national organiimtion did go 
on record in favor of the individual boosing account. I hope that wh»i 
yoo talk to yoor board in )fay that yoo will point oot to them the 
reality of the problems that we face in this coontry today. 

Mr.' Arquxluu I certainly will. 

Senator Bsooke. Mr. Hanrahan, in yoor testimony yoo stress the 
need for more stringent underwriting standards. Do you have any 
specific suggestions as to how the existing standards coidd and should 
be changedto give the protection against default you feel is necessary ? 

Mr. HAinLkHAN. Since the section 245 program is intended to meet 
the needs of the homebuyer who has not yet reached his earning 
capacity, we strongly suggest that underwriters carefully review the 
mortgage application based on the probability of future income. If, 
for example, a person is just beginning a career in which the more 
experieiu^ in tnat field are compensated at a much higher rate, the 
mortmge application should be readily approved after applying the 
203(d) standards as they relate to the present income and current 
mortage payment structure. On the other hand, if someone has been 
woiinng in a particular field of endeavor for a reasonable length of 
compensation approximating that reached by most counterparts in 
that field, another situation exists. In such a case, the mortgage ap- 
plication should be disapproved if the current income is not adequate 
to cover the higher payment levels of the program. 

If such an alternative were implemented, basic guidelines could be 
issued from HUD's central office; however, local field offices would be 
called upon to examine the income rates applying to those geographic 
areas and design the criteria accordingly. 

Another possible avenue for circumventing future defaults is to 
restrict the rate of graduation to 5 percent or less, except in special 
cases. There are many cases in which the level of income would 
increase at an adequate rate through cost-of-living allowances or 
regular merit raises. However, with the CTaduation rate at 7i/> per- 
cent, undue hardship could be engendered as a result of simultane- 
ously increasing costs of goods and services not related to housing. 
Perhaps a safeguard woula be to require the 10 percent downpayment 
for this option. 

The implementation of this alternative would be fairljr easily ac- 
complished by HUD in Washington. It would simply require a notice 
to the HUD field offices and the mortgagees, ana woula call for no 
formal training of underwriters. 



Digitized by 



Google 



165 

A third preventative device that may be used to guard against 
defaults is more frequent monitoring of loans insured under section 
245 than for 203(b) or other types of loans. It is our understanding 
that imder the present loan management procedures, a loan is con- 
sidered in default after 30 days of nonpayment. At this point, the 
second payment is also due, making the borrower really delinquent 
on two payments. At some point between the due date of the payment, 
and before 60 days have expired, the mortgagee is to make an attempt 
to arrange a personal meeting with the mortgagor — except in certam 
circumstances. This does not apply if the mortgagor (a) doesn't 
reside on the property, (b) is 200 or more miles from the mortgagee, 
or (c) doesn't elect to attend such a meeting. 

At that meeting, it is hoped that an agreement would be reached 
to bring the loan current, and default counseling by HUD-approved 
counselmg agencies may be recommended by the mortgagee. 

Past experience has indicated that if default counseling is con- 
ducted at an early stage of delinquency, the chances for default and 
foreclosure are decreased considerably. However, the HUD central 
office does not become aware of loans in default until approximately 
90 days after the due date of the payment and we recognize the 
hardships that would be imposed if more frequent data were sub- 
mitted to them. Therefore, it is incumbent upon the mortgagee to 
insure that these precautionary measures take place. HUD should 
reinforce their directives to the mortgagees to ensure the prompt 
implementation of these measures. 

It is our recommendation that in relation to Section 245 mortgages, 
the current procedures for servicing such loans be accelerated so that 
a call is made to the mortgagor 14 days after the first payment is due. 
Current procedures do not require that such a call must be made. The 
determination of a possible problem could be realized by the mort- 
gagee at that time, a meeting could take place if warranted, and 
default coimseling would, therefore, not be delayed to a great degree. 
We would also encourage that periodic random checks be made by 
HUD of the servicing being conducted by the mortgagees. As we 
are asking for an acceleration of servicing procedures rather than 
added processes to be accomplished by the mortgagee, no added 
servicing costs should be incurred by the mortgagees or servicers. 

Senator Brooke. I thank you for those comments and we certainly 
will give them consideration. I think you raised the question of 
whether the individual having account would be available only for 
purchase of a first principal residence. I want to assure you that that 
was my intent and that is the way it was written in the legislation. 
But our tax counsel has drafted the appropriate changes to section 221 
(a) to clearly specify that the individual housing account applies only 
to the first principal residence. 

Mr. Hanrahan. We understand. Thank you, Senator. 

Senator Brooke. Then I have one further clarification you raised 
relative to the savings accoimt portion of the bill. The individual hous- 
ing account would operate in a similar manner to the individual 
retirement account. In fact, when the bill was drafted, it was pat- 
terned after the individual retirement account. The taxpayer would 
deduct deposits into an IHA as an adjustment to gross income rather 
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than an itemized deduction. Therefore, it would be available to a tax- 

riyer who used the standard deduction in his inoHne tax return and 
wanted you to understand that position as well. 

Finally, Mr. Arquilla, I hope that you will carry the message to 
your membership, because I'd like, frankly, to have not just the sup- 
port of the homebuilders but their belief that this legislation can be 
helpful to the first home buye'r and to the homebuilders. 

Mr. Arquiixa. Senator, perhaps you'd like to join our deliberations 
at our May board meeting and speak to the situation yourself. 

Senator Brooke. You're a far better advocate than I and I have 
a new responsibility now and my chairman keeps my feet to the fire, 
but I appreciate the invitation. You've got a fine man sitting to your 
right there. Mr. Coan has been a very strong advocate for housing. 

Mr. Arquilla. I can assure you, ^nator, that we are not taking 
a stand certainly against this proposal. 

Senator Brooke. I understand. 

Mr. Arquilt^. I'm sure that we did have a conversation with our 
executive committee about 3 weeks ago and there were no dissents 
to the proposal and I would not think that we would have dissents 
from our board, but as I say, we just don't have the policy and when 
it is established we will be getting back to you. 

Senator Brooke. We'll ask Mr. Coan to he my surrogate. 

Mr. Coan. Senator, there's one thing I'd like to point out with 
respect to our commonsense proposal as the market rate level increases 
the amount of subsidy involved increases. It's a rather lengthy thing 
and it may not be apparent initially, but it's got a floor of 6 percent. 
Now we may never get back to a 6 percent mortgage interest rate 
but our hope is to get interest rates aown lower than they are now 
and as the rates lower the interest rate with respect to each price 
level does decrease. 

Senator Brooke. I want to thank you and I want to take this 
opportunity, Mr. Chairman, if I may, to thank you for first giving 
us such expeditious hearings on this legislation and then for giving 
it your personal attention by being here during the entire first session 
of these hearings. I'm very grateful to you and to all of those witnesses 
who have testified. 

The Chairman. I'm delighted. I think Senator Brooke deserves 
a world of credit for the initiative he's taken on this, and of course, 
there are two reasons why this is very important. It's an excellent 
initiative. There's nobody who hasn't indicated that it has merit. 
There's some question of the extent to which it will be effective, but 
others say it will be very effective. 

The second reason, of course, is because Senator Brooke has devel- 
oped a reputation for being a man to get things done in housing and 
I'd better watch him because if I don't he's going to do all kinds of 
things that I may find after he's got it practically accomplished 
which I don't like, but I think I may like this. 

At any rate the committee will stand in recess until tomorrow 
when we hear from primarily administration witnesses. Thank you 
very much. 

[Whereupon, at 1 :05 p.m., the hearing was recessed, to be recon- 
vened at 10 a.m., Friday, April 1, 1977.] 
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YOUNG FAMILIES HOUSING ACT OF 1977 



FBIDAY, APBIL 1, 1077 

U.S. Senate, 
Committee on Banking, Housing and Urban Affairs, 

Washington^ B.C. 

The committee met at 10 a.m., in room 5302, Dirksen Senate Office 
Building, Senator William Proxmire (chairman of the committee) 
presiding. 

Present : Senators Proxmire and Brooke. 

The Chairman. The committee will come to order. 

The first three witnesses have graciously agreed to appear together 
and our procedure under these circumstances as you may know is to 
have each of the witnesses deliver their statement and then we ques- 
tion after the statements have been delivered. 

Incidentally, if any witness would like to abbreviate their state- 
ment in any way, shape or form, it will be printed in full in the 
record as Senator Brooke said, provided the abbreviation is not longer 
than the statement. 

We just had you before us yesterday, Mrs. Shalala, and I don't 
know if we have acted on your nomination or not, but it certainly 
received the warm and enthusiastic approval of everybody I've talked 
to on the committee and elsewhere. We are delighted to have you 
this morning and go right ahead. I beg your pardon. Senator Brooke 
wanted to say something. 

Senator Brooke. Mr. Chairman, before we begin I must bring up 
a problem. As you know the committee requests that witnesses make 
their testimony available 48 hours in advance of their appearance. 
This permits the members to read their statements before the hear- 
ings and to prepare questions for the hearing. Most of the private 
witnesses of these hearings have complied with the committee's re- 
quest. However, none of the Government witnesses, except the Con- 
gressional Budget Office, complied with the rule and in the case of 
HUD we didn't receive their testimony until 7:15 last night after 
members had left their offices. 

I don't want to make a big issue of this and I realize there are 
always extenuating circumstances, but I do think with Grovernment 
witnesses, with all the funds we appropriate for their offices, they 
might extend us the same courtesy that private witnesses do. 

Last year we appropriated over $60 million for HUD's Policy 
Development and Research Office and over the years I have been the 
principal defender of this part of HUD's budget against attempts by 
the House and the chairman to make cuts. Mr. Chairman, it appears 
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that the principal issue of this panel is the desirability of the cost 
of the proposal for an individual housing account contained in the 
bill that we have offered. 

I also would just like to say, Dr. Shalala, I have heard wonderful 
things about you and we expect that you will do an excellent job when 
you are confirmed and have taken office. 

The Chairman. I might sav, in fairness, while this is the rule and 
we should enforce it rigorously and we will do our best in the future, 
frankly, we have not had statements that much in advance. We did 
get Dr. Woodworth's statement yesterday and it was available so we 
could get it last night. I didn't get Dr. Shalala's until this morning, 
but as I say, the ^ hour rule has been honored more in the breach 
other than in the observance and in the future I think Senator 
Brooke has a good point. In fairness, I should say you're just about 
par. I hope vou do better. 

Dr. Shalala, go ahead. 

STATEMEHT OF DOVNA SHALALA, ASSISTANT SECBETABT- 
DESIONATE FOB POLICT DEVELOPMENT AND BESEABCE, 
DEFABTHENT OF HTTD, ACCOMPANIED BT DB. BOBEBT BVCKLET, 
DIVISION OF HOIJSINO AND FINANCIAL ANALYSIS, HTTD 

Dr. Shalala. Senator, I hope we do better than par in the future 
and I do apolo^ze for that statement being late. It's my fault because 
I just arrived m town. I told the Secretary this morning I thought 
it was a little unfair to send me up here to get in trouble since I 
had not been confirmed yet, but she said I should come ahead. Again, 
let me apologize for the lateness of the statement and I do not intend 
that it will happen again. 

[Complete statement follows :] 
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STATEMENT 

BY 

Donna E. ShalaU 

Assistant Secretary 
for 
Policy Development and Research 
Department of Housinf and Urban Development 

THANK YOU, MR. CHAIRMAN 

I am happy to be able to appear before you today to discuss the 
Department's views on S.664 and S.1078, two proposals that are directed 
at the problems of young homebt^ers. There is little doubt that In 
recent years the housing finance system In general and young non- 
homeowners In particular, have especially suffered the twin burdens 
of Inflation and recession. 

As this Committee well knows, high and volatile Interest rates 
have caused the cost of homeownershi p to escalate and the supply of mortgage 
credit to dry up periodically. Each of these proposals attempts to 
address these problems and foster the American dream of homeownershi p. 

Since both proposals are concerned with HUD's authority to Insure 
graduated payment mortgage loans under the 245 program, I would like to 
first briefly describe our activities and plans for the program. 

HUD Insurance of Graduated Payment Mbrtgage Loans 

In an effort to ascertain the Impact of alternative mortgage Instru- 
ments on the mortgage market, the Department requested In 1973, and received 
1n Section 245 of the Housing and Community Development Act of 1974, the 
authority to Insure loans which would help meet the needs of potential 
homebt^ers who were priced out of homeownershi p. Such mortgages 
could comprise up to 1 percent of the FHA loans Insured during a fiscal 
year' en an experimental basis. 
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since the experience with alternative mortgages, and therefore the 
analysis devoted to them, was minimal at that time, the Department co- 
sponsored a major stucly by the Sloan School of Management of MIT, which 
surveyed all aspects of alternative mortgage Instruments, Including the 
foreign experience. Using the results of this study, and also consulting 
with a variety of mortgage lenders, the Department designed five different 
graduated payment instruments which would be Insurable under the authority 
of the 1974 Act. 

Graduated payment loans allow mortgagors to borrow additional money 
during the early years of the mortgage by reducing the monthly mortgage 
payment due. This additional loan Is added to the mortgage and Is repaid 
through slightly higher payments that will be made In later years. 

With the 245 program, a homebt^er can choose one of five possible 
GPM plans, selecting the one which best suits his or her needs. The five 
plans vary the rate at which the monthly payments Increase — from 2 to 
7)s percent per year — and the number of years over which the payments 
Increase — either five or ten years. I have Included for the record 
a table describing the different plans. 

Regulations governing the 245 program were Issued In November of 1976, 
and based upon expected Insurance activity. Insurance authority was 
allocated throughout the country. We are now Insuring our first loans 
under the 245 author1t;y. 
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The Role of Graduated Pnyment Mortgages 

Both bills propose that HUD's graduated payment mortgage Insurance 
program be expanded from Its present one percent of the FHA loans Insured. 
Inherent In such a recommendation Is the view that despite the many benefits 
afforded by the standard level -payment, fixed-rate, long-term, mortgage 
instrument. It may not be the optimal home financing method for everyone. 
Indeed, during periods of high Interest rates and Inflation, it Is likely 
that the exclusive use of the standard Instrument has limited the home- 
buying opportunities of many, particularly young families. 

Expanding the Insurance authorization for graduated payment loans 
does not mean that we believe these Instruments will replace the 
standard mortgage Instrument. Rather, we see them as a useful complement 
to the traditional mortgage form. It Is a complement which will allow 
some borrowers to better match mortgage payments to Income and maintain 
a constant ratio of payments to Income. Clearly, this Instrument Is 
unsulted to the borrower with fixed Income, and we would never suggest 
such use for 6PM. However, It should be particularly helpful for young 
homebuyers who currently have low Incomes, reallstlcly optimistic Income 
prospects, and limited ability to borrow against future (higher) Income. 

It Is Important to stress that It Is not on)y the upwardly mobile 
who can benefit from a graduated payment loan. With the standard level - 
payment Instrument, there Is an Inflation caused "tilt" In real mortgage 
costs. For example, with a three percent rate of Inflation, the purchasing 
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power of a dollar Is worth 40 percent less In 12 years. To 
conpensate for the Inflation-eroded value of the constant nonlnal pay- 
ments of the standard mortgage Instrument, lenders Include, a premium In 
their loans. Accordingly, while expected Inflation does not change the 
eeal cost of long-term loan. It does redistribute these costs so that the 
earlier years of a loan require higher monthly payments In real terms. 

Clearly, the preferred solution to this problem Is to reduce the 
high and variable Inflation rates which are the source of the cost 
redistribution. Indeed, since GPMs are designed to shift this tilt so 
that payments more closely approximate those of the standard mortgage 
Instrument In a non- Inflationary period, one would expect less demand 
for GPMs In a more stable economic environment. 

Nevertheless, as long as there Is some Inflation a family does not 
have to have expectations of continually Increasing real Income to find 
a graduated payment loan desirable. They need only expect their 
nominal income to grow at the rate of Inflation. And while this implies 
that the potential audience for graduated payment mortgage loans Is larger 
than the number of young upwardly mobile families. It also Implies v^hat 
I stressed at the outset — the graduated pi^yment loan Is not for 
everyone: It Is a complement rather than a substitute for present 
financing arrangements. 
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In our view, the underlying rationale for the 245 program Is that 
there arc a variety of housing finance needs and the housing finance 
system should be able to accommodate this variety. Just as FHA helped 
to foster the standard mortgage Instrument In the Depression, the 245 
program can perform a related function In today's shifting economic 
environment. We are optimistic that the private mortgage Insurance 
Industry will use the actuarial Information derived from the program 
to build a healthy private underwriting program for graduated payment 
mortgages, as they have done with the traditional fixed-payment fully- 
amortized mortgage. 
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I Mould now llkt to cownt on how the proposed ItglsUtlon relates 
to our objectives for this prograa. 

1. p>e expansion of Insurance authority and the pre-fptlon of state 
laws which pose obstacles to the use of graduated pavent loans 

Under the current experlaental prograa, 6PH Insurance Is allocated 
anong states by FHA to provide hoaeownership opportunities for faallles 
In all states. Unfortunately, aany states now have laws which prohibit 
GPMs because In the early years of the Bortgage the aortgage payaents 
are not sufficient to cover the accrued Interest on the aortgage. 

The spirit of the state laws Is to protect consuaers froa various 
borrowing schones which serve progressively to Indebt a borrower without 
providing a prospect for absolving the debt. Clearly, GPMs are not a 
noxious debt Instruaent. Furtheraore, they provide an explicit schedule 
of pi^yaents and loan teras which allow a full and coaplete repayaent 
of all principal and Interest. 

An additional reason for exeapting GPM's froa the state restrictions 
Is to provide equal hoaeownership opportunities In all regions of the 
country. To be useful In analyzing aortgage behavior the saaple of GPM's 
should be nationwide rather than restricted to a few states. 

Actually, expansion of FHA authority for GPM Insurance and exaaptlng 
GPMs froa State Interest rate restrictions are tompleffientary features of 
this legislation. Unless exemption froa State capital Interest rate laws 
are provided. It Is doubtful whether the voluae of GPMs will grow sufficiently 
to allow the GPM to truly be an alternative aortgage instruaent. 
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2. Changing the 245 Prograa Pown Payment Requirements 

S.664 modifies the existing down payment requirement In several wi^ys. 
The current requlment under Section 245 Is the same as under section 203(b); 
that Is, the principal outstanding can not exceed 97X of the first $25»000 
In value plus 90X of the additional value from $25,000 to $35,000 plus 
80% of the additional value above $35,000 and less than $45,000. 

The Initial minlmun down payment for a graduated payment mortgage Is 
larger than Implied by these figures due to the negative amortization In the 
early years of a loan and the limits on the principal outstanding. The 
maximum loan to value ratio on a $20,000 house, for example, ranges between 
94X and 97X, depending on the type of GPM chosen. On a more expensive 
home, the current maximum Is much lower, with the maximum loan to value ratio 
ranging between 88X and 91X for a $45,000 home. 

The bill proposes to include the 97X maximum loan to value ratio In 
Section 245 of the National Housing Act, thereby duplicating the limit as 
specified In Section 203(b)(2). The bill would further limit the Initial 
loan to value ratio to 90t on graduated payment mortgages only. This 
change would severely discriminate against families with low-Income and 
little wealth, a category into which many young potential homebiQfers fall. 

As the previously mentioned figures Indicate, this would require 
virtually no change In the existing 6PH plans for honebiorers In the range 
above $40,000, but would double the required down pi^yment for low-priced 
hornet. These homes are primerlly starter homes for persons of moderate 
means. These families are less likely to have capital gains from the sale 
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of prtvlously OHiMd hoKS* and are thcrtforc the Itast likely to be able 
to bear the additional down payaent burden. The faallles aost adversely 
affected by this change are those for which hoaeoMiershIp Is just outside 
their reach, and th^ aay well be falling farther behind due to the 
rising price of houses. It Is just this group that the bill is Intended 
to reach. 

The Intent of the Increase In the Initial donnpayaent to 101 Is 
to reduce the risk of the loan. This Is a laudable objective, but 
unfortunately this change will have a aarglnal effect on FHA default 
experience since the outstanding principal balance Halt Is not changed. 
Default for the aost part depends on the rate equity accuaulates relative 
to the debt outstanding. The current 245 regulations penrit bo rr ow eis to 
increase their outstanding debt by about 3 percent over the life of the 
loan. Changing only the Initial down payaent, »% S.644 suggests could 
allow outstanding debt to Increase by about 7 percent aore than the original 
principal balance. We do not believe that this will aake the loans less 
risky. Conversely If the present rates of graduation are aelnUlned with 
the higher downpayaent requi reaents • the principal outstanding balance will 
not exceed 93% of the aaxlaua loan to value ratio. Me believe that aiding 
first tiae hoMbiQrers. the ones aost affected by this change. Is worth the 
Incrtued risk. Moreover » Insuring under Section 245 Is a saall part of 
total FNA activity. The 97X aaxlaua loan to value ratio and 31 alnlaua 
downp^ywnt would still apply to level pi^yaent loans Insured under Section 203(b). 

This Is not an effective wi^ to address the problaa of FNA default 
Hsk exposure, and It places an excessive burden on households of aodest 
■eans. the Intended beneficiaries of the bill. 
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The Individual Housing Account 

As I understand It, this portion of S.664 Is subject to further 
anendment and revisions. Accordingly, I Mould like to defer a final 
coonent on the specifics of this cotiplex legislation until a final draft 
is prepared. However, I would like to stress to the Comnlttee that while 
the Department of Housing and Urban Development Is very interested in the 
downpayment problems faced by first time homebuyers and by the limited , 
savings options available to small savers, we have serious misgivings abeut 
both the regressiveness of the subsidy, and the high level of tax expenditures 
associated with it. A rough estimate of the tax loss generated by an 
IHA program that Is restricted to first time homebi^yers, places it on 
a level equal to current tax expenditures for the deduction of mortgage 
Interest for alj, homeowners - $5 to $6 billion. Even more conservative 
estimates indicate that a $3 to $4 billion per year range is reasonable. 
In addition, the complications experienced in writing this legislation 
point to the potentially serious tax administration problems. 

In conclusion, I would again like to commend the authors of these 
proposals for their concern with the problems of young homebMyers. Their 
proposals are innovative, have addressed complex technical issues, and 
have generated interesting public discussion of pressing issues. 

I would be pleased to answer any of the Covmittee's questions. 
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Attachment A 
Types of Graduated Payment Loans Available through the 245 Programs 

Rate of Graduatio n Term of Graduation 

2'H percent 
5 percent 
7'h percent 

2 percent 

3 percent 



5 


years 


5 


years 


5 


years 


10 


years 


10 


years 
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The Chairman. Thank vou very much, Dr. Shalala. 

Dr. Woodworth, I think this is the first time that you have ap- 
peared in your present capacity before this committee and we cer- 
tainly welcome you with open arms. You have earned a reputation 
in the Congress as being, some people feel, the premier stan man of 
them all. We have consulted you so often on tne floor to get your 
advice on pending tax legislation. Those of us who aren't on the 
Ways and Means Committee or the Senate Finance Committee have 
learned that your advice has been very sound and extremely helpful. 
So we welcome you. We are delightea to have you. Go right ahead, 
sir. 

STATEMENT OF LATJBENCE If . WOODWOBTH, ASSISTANT SECBE- 
TABT FOB TAX POUCT, DEPABTMENT OF THE TBEASTJBT, 
ACCOMPANIED BT EIJOENE STETJEBLE 

Dr. Woodworth. Thank you very much, Senator Proxmire. 
[Complete statement follows:] 
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STATEMENT OF THE HONORABLE LAURENCE N. NOODWORTH 
ASSISTANT SECRETARY OF THE TREASURY FOR TAX POLICY 
ON INDIVIDUAL HOUSING ACCOUNTS BEFORE THE 
SENATE COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS 
APRIL 1, 1977, 10:00 A.M. 

Mr. Chairman and members of this distinguished Coomiittee: 

It is an honor to make this appearance before you today 
to testify on the proposed Amendments to the National Housing 
Act. My testimony will be directed to the specific provisions 
which grant tax relief for the establishment of individual 
housing accounts (IHA) . 

Before proceeding to the proposal itself, I would like 
to examine briefly the problem to which I believe this 
proposal is directed. Real estate and housing prices have 
climbed markedly over the last two decades. There are, of 
course, significant existing tax incentives for homeownership. 
In fact, these Incentives undoubtedly contributed to the rise 
in the fraction of occupied dwelling units which are owner- 
occupied — from 55 percent in 1950 to about 65 percent in 
1974. Nonetheless, many households — in particular newly 
formed families — do not have adequate savings to make the 
initial down payments to purchase houses or condominiums. 
Since financial institutions need insurance or protection 
for the loans that they make, the absence of a sizeable 
down-payment excludes some potential homeowners from the 
market for homes. 
I 

In general, there are t%#o ways in which government can 
intervene to help the potential homeo%mer. The first is to 
provide adequate insurance to mortgage lenders so that the 
amount of down-payment required to purchase a house is 
lowered. For instance, if a savings and loan association 
needs protection of $10,000 over and above a lien on the 
house, government provided insurance or guarantees of $7,000 
would reduce the required do%m payment from the potential 
homeowner to $3,000. Essentially, this is the procedure for 
loans sponsored by the Veterans Administration. 

The second means of aiding the potential homeowner is 
to provide him with direct cash assistance, either through 
grants or through tax reductions. In this case, to solve 
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the do%m payaient problem, the value of the grant or the tax 

reduction must equal the difference between the required 
down paymerit and the savings of the potential homeoimer. 
For a down payrnent of 510,000 (or proteetion of $10,000 to 
the lending institution), a $1,000 or S2 000 tax r-duction 
or grant still leaves the potential homeowner with required 
savings of 55,000 or S?,000 to purchase the house. In 



general, the aTnou n t of tax relief org ran t mii s t egu a l^the 
giie of the^ loan guarantee in order for a potential Honicowne r 
to make up the difference between the protection amount 



required by the financial institution and taxpayer's own 
savings. In terms ot revenue loss then, tax reductions and 
grants are probably far more expensive than are government 
guarantees of loans, even if there are significant defaults 
on guaranteed loans. 

'^he provision for individual housing accounts contained 
in S. £64 falls into the latter category of governinent 
intervention — assistance through tax reductions or grsots. 
Whatever its other merits, the revenue cost of tax or grant 
assistance is quite high. For instance, we estiinate that 
the cost of the bill (as we understand it will be amended) 
will be $6 billion for the first year, and $5 billion 
annually after a few years. This estimate assumes that when 
fully effective there would be 12 million total accounts and 
about 2 million new accounts per year. 

As provided in the bill, contributions to individual 
housing accounts would be deductible up to $2,500 a year and 
up to SlOrDOO for all taxable years. We are given to 
understand further that the bill will be amended so that a 
family may establish only one individual housing account for 
the purchase of its first principal residence. Interest on 
funds in this account would also be exempted from taxation. 
Distributions from the account must be made within ten years 
of its creation and if those distributions are for purposes 
other than the purchase of a principal residence a ten 
percent tax penalty would be applied to the amount of the 
distribution. The Treasury s concerns with the proposed 
legislation fall into several categories — equity effects, 
effects on saving and the demand for housing, problems with 
the penalty provisions, and other technical considerations. 

Equity Effects 

The tax savings generated by an individual housing 
account (IHA) increase with a taxpayer's marginal tax rate. 
For example, assume that $1,000 is deposited in an IMA that 
yields a 6 percent rate of return and assume that this 
deposit is kept in the account for 5 years before withdrawal. 
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Th« tax savings is zaro for tha non* taxpayer, $327 for a 
taxpayer in the 20 percent marginal tax bracket and $758 for 
a taxpayer in the 50 percent bracket. The example illustrates 
the perverse equity effects of the proposal, particularly in 
light of the objective of providing a subsidy to those least 
able to afford to purchase a home. In short, the greatest 
tax savings accrue to high income taxpayers who are roost 
able to save for a home and %#ho already receive substantial 
tax benefits for homeownership • 



Tax Savings for a $1,000 Investment 
In an Individual Housing Account 



Marginal Tj 


Euc Rate 






Tax Savings 
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* At withdrawal after 1 


5 years, the 


account 


irould 


be worth $1,338. 


Effects on 


Savings 


and 


the 


Demand 


for Housing 





It is unlikely that the proposal %#ould increase savings 
by very much and in the short-run it may decrease the demand 
for housing. Since debts and monies are fungible, it would 
be impossible to ascertain whether an individual's savings 
put into an IHA actually increased his savings or merely 
shifted the form of his savings. For instance, those who 
already have adequate savings to provide a down payment for 
a house may switch current savings into an IHA to take 
maximum advantage of the tax deduction. 
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For many other taxpayers, it %#ould be advantageous to 
borrow the amount of money that is put into the IHA. The 
interest earned on the IHA could totally offset the interest 
paid on the borrowed funds, leaving the taxpayer equally 
%#ell-off in be fore -tax income However, the interest on the 
loan and the deposit in the IHA %#ould be deducted from 
taxable income leaving the taxpayer much better off In 
after-tax income even though his net savings would be zero. 

Thus, it is clear that it is not necessary to increase 
savings at all to gain the tax advantage of the IHA. Any 
increase in the demand for housing is also likely to be 
modest relative to the revenue co^t» For instance, consider 
an average family in the 20 percent tax bracket needing 
$10,000 for a down payment on a £*0 000 home. The bill 
could easily reduce required savings for the down payment by 
about 25 percent However the tax benefit as q percentage 
of the purchase price of the house would amount to only 
about only 6 percent. Thus, in the short run the taxpayer 
must still come up with 75 percent of the down payment, 
while in the long run he must come up with 94 percent of the 
cost of the home. 

Moreover the demand for housing may initially 
decrease upon passage of this bill. Families with adequate 
current savings for a house may decide that It is worth 
delaying their purchase of a house until they have taken all 
the tax deductions allowed by the proposal For instance, 
as indicated in a previous example a taxpayer in the 30 
percent marginal tax rate bracket could gain tax savings of 
5478 merely by switching SI 000 of savings into an individual 
housing account and leaving it there for 5 years Thus, a 
taxpayer would be given a strong tax inducement to delay the 
purchase of a house until all the tax benefits of an IHA 
have been received Under the plan presented in this bill, 
tax benefits to the holder of an individual housing account 
%#ould last up to 10 years. 

Penalties for Withdrawal 

Another disturbing aspect of the plan is the penalty to 
those who may need to withdraw savings from an IHA for some 
purpose other than housing. Individuals' needs change over 
time in an unpredictable way — even with respect to housing - 
and the tax laws should not lock them into fixed coiranitments. 
Families with changes in housing or other demands caused by 
death, divorce, unemployment, sickness, etc. should not be 
penalized because they need to spend their savings or because 
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ttey hmv 1*00 as^d for hoosiag. tin 

te la the bo •la— of detcraiaiag lAich rhiaif ia 

ar« allowad aad irfiieh ar« aot. It ooold ba argaad that tba 

paaalty for vithdrawal of fmda for taxpayars othar thaa 

housing is sat at tha lov rata of 10 pa rc a a t for jvat thla 

purpose. 

On tha other hand« for aany taxpayers^ tba 10 p a r c a n t 
penalty for withdrawals othar than for tha parchaae of 

ri?iiiaef,cci v^l;!:: not prevent the uae of U!>e«# aooouata aa 
t4Ji mhmiUiTm For axaaple, opon tM^r-z, a ftazpayier who 
had previaualy realized tax aavings for depositing ^1 , ^00 in 
an IMJk oa<ild aasily sake up for the tax per^lty as long aa 
he aoved into lower tax rate bracketa at the tiae of with- 
drawal. It is even possible for soae taxpayara to realise 
tax savings after paying the penalty even without a reduction 
in tax rataa. 

unfortunately^ there is no way to allow flexibility in 
the use of fanda virhout creating an incentive for aboaing 
the provisions. C^rz^inlf, no sia^le penalty can rec aptur e 
all the tax advariteges received by tbose who do not purchase 
a house %fhiie allowij»g aoae relief to those whose plana have 
changed due to uoforaeen circuaatances. 

cump ai 19 uu yjth Ifidividual ltetlTeaieJit_Accotmts 

I realize that the individual housing account propoaal 
is Bodeled, at least in part, after the individual retiresant 
sccoiirit'. Ho«^v#r there are two crucial differences between 
these accounts. First the Individual retireoent accovmt 
(and tha Keogh Plan) is a limited progron designed to 
achieve tax equity between tajtpayeri not covered under ea^loyer 
pension plana and those vho are so cover^^. IndividoaL 
housing accounts, cm the other harid« would be made available 
to a larger s^^qment of the population and ^«ould create 
inequity — - not only because of the distribution of benefits 
by income class but also because they would provide yet 
another advantage to homeowners %#hich is aot available to 
renters. 

Secondly , while an individual retiresient account cannot 
be withdrawn before retirament years^ funds in the account 
%fhan withdrawn c&n be used for any purpose the taxpayer 
desires, individual housing accounts, on the other hand, 
not only require withdrawal within a certain number of 
years, but penalize the taxpayer if his anticipated need for 
housing has been replaced by a need for medical care, food, 
clothing or any other good. 



Digitized by 



Google 



175 



Thus, while individual retirement accounts and individual 
housing accounts have certain features in common, the retirement 
accounts are designed to correct a rather specific tax 
inequity, and they allow more flexibility in the final 
distribution of the funds. 

Other ConaideratiQus 

I think it is also iiiq>ortant to emphasize that this 
proposal moves away from the trend toward simplification of 
our tax laws, if the bill were adopted, the number of 
deductions would increase and a new tax form would be required. 
Moreover, the bill implicitly requires lifetime recordkeeping 
by the taxpayer and/or the Internal Pe venue Service to 
insure that no taxpayer can take advantage of more than one 
housing account over his lifetime. Finally elaborate rules 
would be needed to deal with family reorganizatians through 
marriage, death, and divorce For instance what tax treatment 
%#ould be accorded a taxpayer who remarried someone with a 
house, yet who held an individual housing account with his 
or her former spouse? 

Finally, there are technical features of the bill that 
are unattractive First, the bill grants tax savings to a 
taxpayer who deposits funds into an individual housing 
account one day and withdraws them the next day to provide a 
down payment on a house Second, since current law allows 
for exemption of certain capital gains on housing sold by 
taxpayers aged €5 or older the change in basis required 
under the proposal %#ould not be adequate to insure that the 
income originally put into the IHA would eventually become 
reportable for tax purposes. That is, a taxpayer could save * 
in an IHA, reduce the basis value of hi a house by the amount 
of the IHA that went into the down payment, and, upon 
selling of the house, be allowed an exemption for capital 
gains which resulted from the excess of sales price over the 
reduced basis. For some income put into the XHA, then, the 
deduction is perraanent and not recaptured later* Even If 
recaptured, the ordinary income deduction would be taxed at 
capital gains rates. I realize that these features might be 
corrected, but, again, at the cost of additional complexity 
in our tax laws. 

Conclusion 

Let me summarize the Treasury Department's position on 
this bill. While %#e are sympathetic to the concerns to 
which this bill is addressed, we do not believe that tax 
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reductions or grants are appropriate mechanisms to generate 
funds for down payments on houses. Individual housing 
accounts are extremely expensive relative to the benefits 
they provide. Beyond this, on equity grounds, individual 
housing accounts would grant benefits to individuals %#ho 
already have substantial tax incentives for investment in 
housing and who need not increase their savings in order to 
realize the benefits of the proposed legislation. On 
efficiency grounds, the accounts would grant numerous tax 
benefits to many individuals without increasing their supply 
of savings or demand for housing. Finally, on simplicity 
grounds, these accounts would increase the complexity of 
both tax reporting and tax administration. 
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The Chairman. Thank you very much, pr. Woodworth, for a re- 
markable statement. 

Dr. Kaplan, you have an extremely lone statement, 58 pages and an 
appendix. What can you do in 10 minutes? 

Dr. Kaplan. I have a short summary, Senator. 

The Chairman. How long is the short summary ? 

Dr. BLaplan. Ten minutes exactlv. 

The Chairman. All right. The full statement will be printed in full 
in the record. 

STATEMENT OF DONALD M. KAPLAN, CHIEF ECONOMIST AND 
DIBECTOB, OFFICE OF ECONOMIC BESEABCH, FEDEBAL HOME 
LOAN BANE BOABD 

Dr. Kaplan. Thank you. I appreciate the opportunity to present 
testimony this morning on behalf of the Federal Home Loan Bank 
Board on S. 664, the Young Families Housing Act. 

As I'm sure you've noticed, my testimony is quite lengthy and thus 
what I'd like to do is summarize the major points so as to leave as 
much time as possible to respond to your questions. 

My full statement is organized into three major sections. First, we 
have attempted to develop a broad conceptual review of the down- 
payment question, including the degree to which the downpayment is 
in fact an obstacle to home ownership and what the real facts are with 
regard to present downpayment requirements and practices. In this 
regard, I find I must disagree with several of the conclusions drawn 
by mjr good friend. Dr. Kenneth Rosen, in his testimony before this 
committee yesterday morning. Also, in the downpayment part of the 
testimony we discuss evidence on the relationship between downpay- 
ments and foreclosure risks and the prospects for future reductions 
in downpayment requirements given the inherent tradeoff in the rela- 
tionship between downpayments and monthly payments. 

In the second major section of the statement we provide a rather 
extensive analysis of the GPM and how various different versions of 
GPM's compare regarding their impact on homeownership affordabil- 
ity, both among themselves and relative to the standard fixed payment 
mortgage. Of particular interest here are some brand new analyses we 
have come up with regarding the potential market for GPM's and 
other alternative mortgage instruments as well. If you're interested, 
we can go through some of these figures later. 

The other major point in our discussion of GPM's is an analysis of 
income eligibility requirements for GPM borrowers. 

The third major section of the statement reviews several concerns 
we have relating to the individual housing account which I will come 
back to in a moment. 

However, before turning to a few key specific points in each of the 
major areas, I should mention that we have also attempted to indicate 
how specific elements of our on^ing alternative mortgage instru- 
ments research study is already helping us to understand the GPM 
and other types of alternative instruments. I would be glad to elab- 
orate on any of the specific studies if you wish. Also, I have attached 
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as a technical appendix a copy of a very preliminary and as yet un- 
completed working draft chapter on GPM's and deferred interest 
mortgages being developed as part of our study. 

Let me now mention some of the key observations. First, with re- 
gard to downpayments, there is an inherent tradeoff between down- 
pa}rments and monthlv payments in all types of mortgage instruments, 
the implications of which must be fully understood to properly assess 
the GPm and the individual housing account proposals. Thus, as 
downpayments are reduced, loan amounts must increase, and simi- 
larly the monthly payment must increase. Second, the inability to 
meet downpajjanent requirements is not nearly the obstacle to home- 
ownership aflPordability as is the inability to meet monthly payments. 
This is a very key point. 

Third, in fact, downpayments as a percentage of appraised property 
values are quite low by historical standards, and thus the prospects 
for further significant lowering of downpayment requirements are 
not good. 

In this regard, yesterday Ken Rosen spoke of the high level of the 
current average downpayment requirements of approximately $11,000 
and how he was forecasting it and housing prices as well to double in 
the next 10 years, with downpayments moving into the $20,000 to 
$25,000 range and average home prices to around $90,000. 1 find these 
statistics somewhat misleading in that when you focus in carefully on 
the first time home buyer you find the typical downpayment is in the 
range of $2,000 to $4,000 as opposed to $11,000. This wide divergence 
in our respective estimates comes from a failure to separate out home 
purchases by existing homeowners from those by first, time pur- 
chasers, conventional mortgage statistics from FHA and VA figures, 
and the use of average versus median statistics, to mention but a few. 

As for the $90,000 estimated house price in 10 years, I must also 
disagree. Simplistic linear extrapolations are an old and familiar pit- 
fall. Ken assumed house prices will continue to inflate faster than all 
other prices, but that personal incomes will continue to inflate more 
slowly than all other prices. This is clearly — and Ken identified it as 
such — a worst case assumption. 

Now, 2 days ago the AF wire service carried a story about a study 
done by an economist in one of the colleges in Virginia. Based on the 
1975 inflation rate, he calculated the average priced home would in- 
crease from approximately $45,000 today to $258,000 in the year 2001. 
That's the kind of calculation that will get you a loaf of bread cost- 
ing $30. 

Now, of course, house prices will rise, but so will income, and our 
behavior will change as well. Just as we are about to discover that we 
must now change our automobile and energy related preferences and 
behavior, so we may have to learn to live in houses with smaller 
rooms, no fireplaces, fewer bedrooms, carports instead of two car 
garages, et cetera. Also, we may have to spend a somewhat larger 
share of our income on housing in proportion nationally and less on 
vacations, entertainment and other discretionary items. An afford- 
ability gap, certainly; a problem, of course; but a crisis with housing 
prices doubling overnight, I seriously doubt it. 
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With regard to the graduated payment mortgages which we favor, 
first, the downpayment-monthly payment tradeoff problem holds for 
graduated payment mortgages just as it does for all other types of 
mortgage loans. 

Second, if the GPM is really to achieve a lowering of borrowers' 
income eligibility requirements, we must recognize that such lower 
monthly payments necessarily require a higher downpayment, unless 
you build in a government subsidy or unless you gamble on inflation 
and property price appreciation to bail you out down the rpad a few 
years. 

We praise S. 664 for resisting the temptation to go that route. 

Third, in fact, the income eligibility requirements are significantly 
lower with the GPM, 28 percent lower in the case analyzed in our 
statement, but I must caution that GPM's are not for everyone, just 
as reverse annuity mortgages and variable rate mortgages are not for 
everyone. If a borrowers income is not anticipated to increase regu- 
larly over the next 5 or 10 years, he or she should not be given a GPM. 

Fourth : And on a more technical point, I do not believe it is clear 
yet how fast the FHA insured Brooke-type GPM will find a home in 
the conventional mortgage market. Although Ken Rosen spoke of two 
PMI companies ready to write private mortgage insurance on GPM's, 
we have as yet no default experience on GPM's and thus we do not 
know what the cost and associated monthly payment impact of PMI 
coverage will be on such loans. 

Fifth : I do agree with Ken that the potential market for GPM's is 
substantial, as some of our tables from our study work indicates. 

Sixth: And my last point on GPM's is that we believe that a 10- 
percent downpayment requirement is unnecessarily restrictive and 
should be eliminated. This would give HUD maximum flexibility in 
designing an array of GPM's which vary in graduation rates and 
downpayments. 

Now let me turn to the individual housing account. Unfortunately, 
we are not favorably inclined toward the IHA proposal as it stands. 
We believe that its benefits are likely to be minimal for low- and 
moderate-income people and for middle-income people as well. More- 
over, we think that whatever the benefits, they are certainly to be out- 
weighed by the tax revenue losses to the Federal Govmment. If the 
IHA proposal should be adopted, we would encourage the following 
modifications : 

First : We recommend that a tax credit arrangement be substituted 
for the proposed tax deduction approach. This would eliminate the 
regressiveness of the plan whereby disproportionate benefits would 
accrue to higher income individuals. 

Second : We recommend that a lower limit on the size of the allowed 
deduction for 

The Chairman. Mr. Kaplan, I'm going to have to go to the floor 
to vote. Senator Brooke is going to stay nere as long as he can and 
then he will have to go over to the floor and vote and I will come back 
and we will have to carry on. But complete your statement and Sena- 
tor Brooke will question you. I will be right back. 
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Dr. Kaplan. Second : We recommend that a lower limit on the size 
of the allowed deduction or, preferably, the credit be adopted. Spe- 
cifically, we recommend that the maximum annual tax credit be set at 
$500, which would be equal to one-third of a maximum cash contribu- 
tion of $1,500 per year. 

Similarly, we recommend that a maximum $2,500 lifetime tax 
credit equeA to one-third of up to $7,500 cash contribution be estab- 
lished. The reason for this recommendation is that, realistically, the 
average family could not begin to take full advantage of the proposed 
tax benefits for substantial cash contributions. 

For example, today with the median family income at approxi- 
mately $14,000 and with the average savings rate at around 7 percent, 
the average family saves approximately $1,000. These saving are 
used for emergencies, vacations and a" host of other things. It is simply 
not realistic in our view to assume that a tax benefit will be able to 
induce a threefold additional savings behavior from middle-income 
families. However, upper income households could easily reroute 
$2,500 of savings each year to take advantage of the proposal. 

Third and finally : As the bill is worded, we do not see any reference 
to a requirement that the IHA be used for only a first -time home pur- 
chase. Without such a restriction, tax benefits would flow to second- 
or third-time home purchasers and the cost to the Federal Grovem- 
ment would be very large. 

Senator, this concludes my comments. Thank you for the opportu- 
nity to appear. 

[Complete statement follows :] 
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STATEMENT OF 

DONALD M. KAPLAN 
Chief Economist and Director 
Office of Economic Research 
Federal Home Loan Bank Board 

I appreciate the ooportunlty to testify on behdlf of the 
Federal Home Loan Bank Board (the "Board") on S. 664, The Young 
Pamilies* Housing Act. As you know, many of the issues raised 
by this Act are being studied in-deoth in our Alternative Mortgage 
Instruments Research Study (AMIRS). This is a study that we are 
quite oroud of at the Board since it is examining all of the major 
issues involved with respect to various new types of mortgage 
instruments, some of which are already available while others are 
still in the orooosal stage. Thus, we are developing factual and 
analytical material pertinent to new mortgage instrument proposals 
coming from Congress, where each such proposal has an important 
bearing on the extent to which we can deal with the housing af ford- 
ability issue. Attached to this testimony is a technical appendix 
that is a preliminary draft of an analysis that has been made of 
certain alternative mortgage instruments as part of ANIRS. 

The Young Families* Housinq Act makes a valuable contribution 
to the dialogue currently going on with respect to the housing 
af fordability issue by putting forth proposals that attempt to 
deal with both the downoayment and monthly payment costs of home- 
ownership. Specifically, the Act contains two major provisions. 
The first would replace the present experime n tal graduated payment 
mortgage (GPM) program by a p ermanent Program. The GPM oernuits 
an upward tilt in the monthly payment schedule that makes it par- 
ticularly suitable for young families who cannot meet the intial 
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monthly payment required under a standard fiied payment mortgage 
but whose future Income prospects are such that they eipect to 
be able to make Increasingly larger monthly payments as a result 
of rising income. We are favorably inclined toward a permanent 
PHA-insured GPM program but, as the testimony Indicates without 
a restrictive minimum 10 percent downpayment requirement. We 
hope that this will be a precursor to the offering of conven- 
tional GPHs, with or without private insurance, by lenders. 

The second oart of the bill, which carries an additional 
title, the Individual Housing Account Act, would set up a tax- 
sheltered "individual housing account" (IHA) that would provide 
substantial tax benefits to those accumulating funds for a down- 
payment on a principal residence. To the extent that this makes 
It possible for individuals or families to put down a higher down- 
payment on a house, it will make it possible for monthly payments 
on the mortgage— whether a standard fixed payment mortgage or a 
6PN — to be lower than would otherwise be the case. We believe that 
the benefits of the proposal are minimal for low and middle-income 
households and are outweighed by the tax revenue losses for the 
federal Government. 

Thus, the Act addresses both the downpayment and monthly 
payment problems of homeowner ship. However, there is a trade- 
off problem between a downpayment and the monthly payments under 
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any tyoe of mortgage instrument, and this trade-off needs to be 
clearly understood. There is also the need to recognise default 
risks created by programs that reduce downpayments and/or ease 
the initial monthly payments through creating an upward tilt in 
the monthly payment schedule, since such risks have a bearing on 
the feasibility of new mortgage instrument proposals such as the 
GPM. 

In the following discussion the conclusions that come through 
are that downpayment requirements still remain loir historically 
and that there is probably little that we can do to reduce down- 
oayments significantly from present amounts expressed as a per- 
centage of property values. This holds in the context of either 
the standard fixed payment mortgage or the GPH. In the discussion 
below, I discuss, first, the degree to which the downpayment is 
an obstacle to homeownership and what are the facts with regard to 
present downpayment reouirements and practices. Second, I examine 
the evidence on the relationship between the downpayment and mort- 
gage foreclosure risk. Third, I discuss the future prospects for 
a decline in downpayments given the trade-off between downoayments 
and monthly payments. Finally, I discuss the downpayment Problem 
under the GP^ as distinct from che standard fixed payment mortgage. 
This provides a lead into our crltloue of GPMs and how various 
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types of GPN8 compare In their iitpact on honeownershlp affordabil- 
Ity both among themselves and relative to that of the standard 
fixed payment mortgage. 

Dowipayment Problem and Options 

As you know, anyone who desires to buy a house must both 
meet a downpayment requirement and also demonstrate a financial 
ability to meet a continuing flow of monthly payments over the 
life of the mortgage. It so happens that some individuals and 
families that could meet the monthly payments on a mortgage loan 
of the appropriate amount do not yet have an adequate downpayment 
and are faced with the need of raising funds for such a downpay- 
ment. This is particularly true of younger individuals and fam- 
ilies. There are a variety of ways in which individuals or families 
accumulate an adequate downpayment. In some cases, they receive 
gifts from their parents. In the case of newlyweds, it is common 
for the income earned by one spouse to be used solely or primarily 
to build up the downpayment. The purchase of a house is typically 
deferred until such time as an adequate downpayment has been built 
up from the income of the spouses. Alternatively, the home pur- 
chase may be deferred until the first or perhaps the second child 
is born or on its way. In many cases, part or all of the downpay- 
ment may be met by a second mortgage or by borrowing part or all 
of the downpayment through some other means. 
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Our knowledge of the sources of funds for downpayments should 
be enhanced by a national survey of consumers that will be under- 
taken with the objective of both assessing the sources of downoav- 
ment funds and ascertaining consumer attitudes and perceptions 
toward downpayments. This study is being funded by the Bank Board 
as part of AMIRS. It is to be conducted by the Joint Center for 
Urban Studies of NIT and Harvard University and has the broader 
objective of increasing our understanding of the role of downpay- 
ments in the housing and mortgage decision-making process of con- 
sumers. The survey is ready to be implemented, awaiting only final 
clearance from ONB. 

In recent times, the need to build up a cash downpayment has 
not been an insurmountable problem for the average American family 
since downpayment requirements have come down considerably over 
Past decades. While most families have always had to delay their 
purchase of a home in order to accumulate a downpayment, this has 
not been a major obstacle to homeowner ship. The fact is that 
almost two-thirds of American households do own their own home 
presently and, in the middle age range, the home ownership rate 
exceeds 75 Percent. This is auite impressive when we consider the 
large range of income distribution and the fact that so many indi- 
viduals and families earn incomes considerablv below the national 
norm. 
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Tt)tt present heightened concern with the downpaywent problew 
stems from the fdici that the rise in the m«di<tfi price of homes 
has outstripped the rise in family income in recent years. Given 
no dramatic chanqe in f^ercentage downpayment reouirements gener- 
ally since the early 1970s, the result is that the burden of 
accumulating an appropriate downpayment has increased relative to 
family income. However, the phenomenon of downpayments rising at 
a more rapid rate than family income is still only a recent phe- 
nomenon. Over a long period of time, from 1955 to 1975, the 
average downpayment on new homes has risen less than family income 
in percentage terms. Whether the present more rapid rise in down- 
payment relative to family income is oart of a new trend is, of 
course, a matter of conjecture and depends on future trends in 
home prices and downpayment requirements. 

It needs to be emphasized that interpreting aggregate data on 
average downpayments for either new or existing homes can be very 
difficult. This is because downpayments vary considerably for 
the same house price because of differences in practices by vari- 
ous lenders and differences among geographical regions. The data 
from the Board's survey on terms on conventional home mortgages 
indicates that, of new homes financed by conventional nK>rtgaqes 
in 1976, 11 Percent involve a downoayment of under 10 percent and 
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21 percent involve a downpayment of under 20 percent down to 10 
percent. Another 41 percent Involve a downpayment of under 30 
percent down to 20 percent. In the case of conventional mortgages 
on existing homes, the average downpayment was only 2 percentage 
points higher than in the case of new homes. For existing homest 
five percent involved a downpayment of under 10 percent while 18 
percent involved a downpayment of under 20 percent down to 10 
oercentr and 47 percent involved a downpayment of under 30 percent 
down to 20 percent. 

These figures illustrate the wide diversity of downpayments 
on conventional mortgages. However, they are still not altogether 
pertinent as to what downpayments are paid by the young first-time 
home purchaser. This is because most mortgages made in a given 
year are to households buying a second or third home. Such house- 
holds are in a position to make a higher downpayment than the 
minimum required by the lender because of the large equity received 
from the sale of their current home. Thus, it is reasonable to 
assume that young first-time home purchasers typically make lower 
downpayments than indicated by the data above derived from the 
universe of all mortgage borrowers. 
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As you may know, the Board Dermlts Federal savings and loan 
associations to reauire a downoayment as low as 5 percent for 
conventional mortgages ud to $42,000 if there Is private mortgage 
Insurance or if the association builds up appropriate reserves 
against such mortgages. The availability of such low downoayn^ent 
mortgages varies considerably among lenders and regions. Typi- 
cally, the low downpayment mortgage is more commonly available on 
new than existing homes, as the earlier figures indicate. It 
appears that builders who construct townhouses or detached homes 
designed for the first-time home buyer are more likely to attempt 
to arrange with lenders commitments for conventional mortgages 
that involve downoayments as low as 5 percent. Low downoayments, 
however, are not costless. Because of their greater default risk, 
they result in a higher interest rate, which of course increases 
the monthly payments. In addition, the cost of private mortgage 
insurance is passed on to the borrower, usually in the form of 
higher monthly payments. 



In the case of Federally underwritten mortgages the downpay- 
ments can even be less than on conventional mortgages. The down- 
payment can generally be as low as 3 percent of the appraised 
value for a mortgage insured under FHA Section 203(b) if the 
appraised value does not exceed $25,000. The downpayment require- 
ments increase, however, as the appraised value increases above 
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this level. The downpavwent is 10 percent on the amount of the 
aporaised value of the prooerty between $25,000 and $35,000 and 
20 percent of the aDoralsed value above $35,000. In 1975 the 
average downpayment for new homes insured by PHA was 7.2 percent 
and for existing hones 5.1 percent. These are much lower than the 
average figures noted above for conventional mortgages. Low down- 
oayment PHA- insured mortgages are not costless, however, since 
they involve a 1/2 of 1 percent insurance fee, which adds to 
monthly payments, although part of this fee may be refunded since 
PHA insurance is based on a mutual insurance fund. In the case 
of the unsubsidixed Section 203(b) PHA insurance program, in- 
volving only standard fixed payment mortgages, losses have been 
covered by this insurance fee. 

While the use of PHA insurance makes Dossible a lower down- 
payment, the use of the standard PHA mortgage has declined 
sharoly over time. There are a multiplicity of reasons that may 
explain this: (1) the maximum $45,000 mortgage amount permitted 
under PHA, (2) the fact that the downpayment reauirement becomes 
progressively greater as the mortgage exceeds $25,000 in amount, 
which is not an adequate mortgage amount in high cost areas, (3) 
the fact that many lenders prefer to make conventional mortgages 
with as low as 5 oercent downpayment relying on private mortgage 
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insurance, and (4) the processing tine and delays that are encoun- 
tered by lending institutions that utilize PHA. In this regard, 
it should be noted that processing delays can be eliminated 
through the use of a relatively new PHA co-insurance progran, but 
this program has not yet proved popular with lenders. Also, the 
Secretary of HUD has recently proposed an increase in the PHA 
mortgage maximum that would have the practical effect of making 
low downpayment loans under PHA more generally available. 

Even more liberal downpayment provisions are available for 
those who are eligible for VA guaranteed home loans. VA fi- 
nancing can be obtained with no downpayment, often for mortgage 
amounts in excess of the limit set under the PHA insurance pro- 
gram. In 1975 the average downpayment on new homes financed by 
VA mortgages was 4.0 percent and, for existing homes, was 2.9 per- 
cent. Thus, VA provides a means for an even lower downpayment — ^^in 
most instances no downpayment at all — than does PHA. Unlike PHA, 
there is no insurance fee oaid by the VA borrower. Losses on VA 
mortgages are absorbed by the Federal Government. 

Data available from the Census Bureau throw interesting light 
on the median downpayment as a percent of sales price for all new 
homes sold by builder, no matter how financed. In 1975, the me- 
dian downpayment was 10.2 percent for all new homes sold. This 
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means that half of the buyers made a downpayment of under 10.2 
percent and the other half over 10.2 percent. Given that a large 
orooortion of these homes are ourchased by households that al- 
ready own a home with a significant equity in it, this median 
downpayment appears quite low. This data may appear at variance 
with the Bank Board's own data on mortgage terms. However, the 
Board's data excludes PHA and VA mortgages, on which downoayments 
are quite low. The Board's data also includes conventional mort- 
gages on houses not on the sales market but built to order for 
(only) the owner. Conventional mortgages on such custom-built 
homes, which account for a fairly large percentage of total 
single-family starts, tyoically involve a higher downpayment than 
homes being sold by builders. 

It also needs to be emohasized that the national statistics 
on downoayments obscure significant differences among regions. 
Thus, the oresent $45,000 limitation on PHA mortgages and the 
increasing downoayment requirement after the first $25,000 tends 
to make this orogram most attractive for regions of the country 
where home or ices are lowest. In contrast, PHA provides much less 
oooortunity for minimizing the downpayment relative to that avail- 
able on conventional mortgages in those regions with high house 
nrices. If Congress should vote an increase in the maximum mort- 
gage amount on PHA mortgages, this would reduce to some extent 
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the inter-realonal differences with respect to the dvallabllLty 
of low downpaynients on PHA mortgaqes. 

This analysis of downoayment reouirements and exoerience 
indicates that low downpayments are reasonably widely available 
to many first-time home purchasers, particularly in the case of 
new homes. Potentially, they would be even more available for 
purchasers of both new and existing homes if the PHA maximum 
mortgage limitation was raised with higher property values sub- 
ject to the minimum 3 percent downoayment reouirement. However, 
for this to have truly widespread impact, it would reauire greater 
lender willingness to utilize PHA, perhaps through an attempt to 
promote more aggressivelv the f^HA co-insurance program. 

With resnect to conventional mortgage loans, the downpayment 
reouirement is a function of lender willingness as well as regu- 
latory restrictions. Normally, lender willingness to make minimum 
low downpayment loans is greatest during Periods of easy housing 
credit, such as exists at the present time. Low downoayment loans 
ar« available on many new housing developments in a large number 
of metropolitan areas. Particularly on those aimed at first-time 
purchasers who are young families. 
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Pelatlonsh t p of Lo w Downoayinents to Risk 

In assessing the feasibility of further decreases In down- 
payments. It is useful to review studies on the role of downpay- 
ments In mortgage delinquencies and foreclosures. These give 
varying degress of weight to downoavments ( I.e. , the converse of 
the loan-to-value ratio) as a factor affecting delinquencies and 
foreclosures. The Housing and Home Finance Agency (predecessor 
of HUD) conducted a soeclal survey of mortgage foreclosures on 
single-family homes in six metropolitan areas in the 1961-62 
oeriod, including PHA, VA and conventional iiortgages. It was 
generally observed that loan-to-value ratios as well as term-to- 
maturity, age of loan, and housing expense-to- income ratios were 
all related to mortgage foreclosure. A Federal Housing Adminis- 
tration study observed several noteworthy relationships in a 1962 
analysis of foreclosures. The age of the loan aopeared to be the 
most imoortant factor but with borrower characteristics consider- 
ably more important than oroperty and loan characteristics in 
determining foreclosure. 

A comorehensive study by John Herzog and James Earley using 
1963 survey data analyzed the post-World War II changes in the 
Quality of home loans. The Herzog-Barlev study found the presence 
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of refinancing and junior financing to be the most important 
variables, but loan-to-value ratios were also significant as 
determinants of foreclosure risk. 

Several studies by George von Furstenberg have assessed the 
determinants of mortgage risk. In two studies using FHA and VA 
data, von Furstenburg observed that the loan-to-value ratio 
(hence, the downoayment) was the most significant determinant of 
mortgage risk, with term to maturity and age of mortgag«f also 
significant. In a third study, von Furstenberg also found the 
loan-to-value ratio to be the single most important determinant 
of mortgage risk. 

A localized study, using a set of observations of loans in 
Connecticut obtained in 1973, was conducted by T. Gregory Norton. 
He found the variables "5 or more dependents," junior financing, 
high loan-to-value ratios and the existence of non-real estate 
'debt all to be positively associated with higher delinquency and 
foreclosure rates. 

The studies above are not completely conclusive as to the 
exact relationship between the size of the downpayment to fore- 
closure risk. Overall, however, it apoears that past research 
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Studies have found that the size of the downpayment in a signif- 
icant factor in explaining mortgage default experience. As 
regards alternative mortgage instruments, including GPMs, our 
AMIRS study includes a special analysis of likely default experi- 
ence. While not yet complete, the oreliminary evidence suggests 
that expected default experience on GPMs is likely to be higher 
than on standard fixed payment mortgages. I will comment on the 
implications of such a higher default expectation for GPMs later 
in this testimony. 

Prospect s for D ownpayraents in Future 

There appears to be a ready explanation as to why average or 
median downnayments have not declined significantly in recent 
years. The same reasons also suggest why we should probably not 
expect much assistance to housing af fordability in the future from 
decreases in downpayments. The reasons, which follow from our 
discussion above, are (1) that downoayments currently are already 
low in a long-term historical context, (2) that reductions in down- 
payments beyond a certain ooint would increase the lender risk 
(or that to FHA s^ private mortgage insurance companies) to a 
degree that is unacceptable, and, finally, (3) there would be an 
adverse impact of still lower downoayments on monthly payments 
arising from the trade-off problem that I discuss below. 
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Further declines in downpayments are still possible to a 
limited extent and miqht well be helpful to certain individuals 
and families who are capable of handling higher monthly payments. 
However, the rapid increase in both new and existing home prices 
in recent years and the even more rapid rise in the operating 
costs of homes has shifted the problem facing individuals and 
families to an increasing degree from that of accumulating an 
adeauate downoayment to that of meeting the income requirements 
necessary to meet monthly mortgage oayments and operating costs. 
Thus, attempts on the part of mortgage borrowers to utilize still 
lower downoayment loans would merely exacerbate the monthly payment 
oroblem and reduce the ability to meet monthly housing costs. 
This is only in small part because of the higher interest rate or 
the insurance fee required on such low downpayment loans. Prima- 
rily, it is because, with lower downpayments, a higher mortgaae 
amount must be amortized over the life of a lower downoayment mort- 
gage, and this results in higher monthly payments. 

During much of the oost-World War II period, the adverse 
impact of lower downpayments on monthly payments was offset by 
inci eases in the maturity of mortgage loans. However, with the 
average maturity of conventional mortgages made in 1976 about 26 
years and even greater for federally-underwritten mortgages, there 
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is little rou* left for using longer maturities as a aeans of 
dealing with the trade-off problem between downpaynents and 
monthly payments. In fact, it can be shoim that stretching 
the maturity of a mortgage loan beyond thirty years does not 
contribute significantly to lowering the monthly payment since 
reductions in oayments on mortgage orincioal that result from 
this are largely offset by increased interest payments on the 
larger average mortgage balance. 

Graduated Payment Hortgages and T heir Potential Market 

Traditionally, the trade-off oroblem between downpayments 
and monthly oayments has been analyzed only for the standard 
fixed Dayment mortgage. For this tyoe of mortgage, we have 
orobably gone almost as far as oossible in terms of making down- 
payments lower without raising monthly payments and or icing house- 
holds out of the housing market because of inability of incomes 
to oualify for monthly payments. Thus, while the availability of 
low downpayment mortgages should be a continuing goal of housing 
policy, we should not look to this to be a significant means 
of improving the af fordability of housing for most first-time 
home purchasers under the standard fixed payment mortgage. What 
is necessary are new, alternative mortgage instruments that can 
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r«taln a reasoiMbly low domiDayaent and yet deal with the aonthly 
OdV«ent Droble« at the sa«e tiae. The GPtf aay be a good esanole 
of this and we shall analyze the deoree to which GPHs can acret 
these conflicting goals. 

%s indicated earlier, the Young Fdnilies' Housing Act would 
authorize a oermanent niA-insured 6P*f orograa in lieu of the 
oresent experimental 245 orograa. The use of the GPH permits 
lower monthly Odyments in early years than is oossible under 
zhe standard fixed payment mortaaqe but reauires higher monthly 
Payments in later years. The use of the GPH allows the building 
in of a "tilt* into the monthly oaym«nt schedule that makes 
homeownershio more affordable in the sense that it reduces income 
eligibility reouirements for meeting monthly oayments because of 
the lower monthly oayments during the early years of the mortgage. 

This mortgage is esoeciallv well designed for the young 
individual or fdwily who has reasonable orosoects of a rising 
income stream over time. For such households, the graduated pay- 
ment mortgage enhances the ability to meet the income eligibility 
requirements of homes at the time of ourchase without resulting 
in a significant increase in monthly oayments relative to income 
in the later years of the mortgage. Given the design and the 
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objective of the GPH, It is very important to understand that 
there are likely a very significant number of households who 
would benefit by the availability of GPMs. We know this from 
another of our AMIRS research study projects currently underway. 

This project involves a study of the socio-economic charac- 
teristics of the U. S. population for the puroose of being able 
to determine the extent to which various population subgroups 
would appear to have a demand for various alternative mortgage 
instruments, based on their wealth and income status over time. 
The samole and data permit the estimation of the wealth and 
income status of the approximately 41.1 million families and 
unrelated individuals that were renters in the U. S. in 1968. 
More recent data and a more elaborate analysis are currently being 
investigated. 

Table 1 presents the data. It shows the number of households 
that rent, according to the amount of financial assets, the level 
of income, and the average annual increase of income. The amount 
of financial assets indicates the downpayment capacity of these 
households. The level of income indicates the current mortgage 
carrying capacity. The average annual increase in income indi- 
cates the ability to make rising mortgage payments as with a GPM. 
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Tabls 1. BsclBACM of th« Hu^sr of FkalllM and DnrcUted Individuals 
Renting In th« U.S. in 1968, According to Ch« AaounC of 
Pinancial Aas«cs, Incoas L«v«l, and Incraasa in Incoaa 
(Thouaanda) 
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1,U8 

141 

75 


12,000 to $1,000 


Lett than Sl,50O 
53,500 to 17,000 
Over *7p000 




187 
151 


4. 
lit 

406 


1,A38 

ua 


$3,000 to $5,000 


Leas than $3,500 
$3,500 to t7,000 
Over $7,000 



271 

B74 


25 


2,287 
803 
T44 


S5,000 to 510,000 


Uas ch«D $3,500 
$3,500 to $7,000 
Over $7,000 


164 
1,568 



219 
1,878 


4,i.00 

971 

2J05 


Onw AlO.OOO 


U0> than $3,500 
$3,500 to $7,000 
Over $7,000 




62 

1,135 


119 


2,811 

15B 

2.656 



Sourcaa and Notaa: The data were lupplted by Profaaaor Jia Snith, Pann State 
Univaralty, on laave at Yala Vntverelty. ai pArt of his *'l>eKi|rAphlc« Study" for 
th« Alternative Mortgage Inatruiqente Reflenrch Study ThB prliury d*ta. cme froa 
tb« Panel Study of Incone Dynamlca for 1968-1*7 iTie Panel Study cotittttfi of 
a national saiiple of over 5,000 fwnlllea belngi cionducted by the S.urvey Aeseatoh 
Cmitftr Unlveralty of Hlchlgen^ Ann Arbor, Michigan Financial meaets conalati. 
nainly of ceah, checking and ftevlnga azcounte and etocka and bonda a* estinated 
baaed on a nuober of aoclo-econooic characterlstlcK of boateholde The methodoloBy 
for eatliBatlne the anount of flnAnclal dteete It explained In Guy Orcuct, Steven 
Caldwell, And Richard Verthelmer, Pol^ley end EK^etltventet Ion Through Hlero toaljt_lc 
SlnmlatloTi , Urbeo Institute, Vaihlngton, DpC^, 1976, and la baaed on wealth data 
in the 1962 Survey of Financial Characteriatica of Coflaunera , Board of Govamora 
of the Federal leaerve Syatca. 

Incoaa la naaaurad aa "take-hone pay," net of taxea. The level of Incoae and It a 
average annual Increaae are the Intercept (In 1968) and the alope, reapectlvely, 
of the ,regreaalon of Incoae on tlae for the 2,711 fanlliea in the aaaple who ««ere 
originally rentera. 
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However, what would be most relevant to willingness to use 
a GPM would be expected increases in income. The increases in 
income, when they occurred, may or may not have been expected. 
It is when such increases are expected that GPNs would be most 
in demand, because the households then can expect to meet the 
rising payments under GPMs. It may be that many households 
whose income did not rise had in fact expected such a rise but 
were disappointed. Thus, data on actual income increases does 
not tell us as much about demand £or GPNs as would expected 
income increases, although the actual increases do tell us about 
those households that might have been able to af£ord rising 
payments. 

The inflation rate averaged about 6 percent per year over 
the 1968-1975 time oeriod, so that these data must be viewed with 
this in mind, since the income increases are in nominal terms. 
Also, such events as an increased family size could have accom- 
panied any increases in income, so that the mortgage carrying 
caoacity could have been reduced. Attempts are being made to 
refine the data in the hope of being able to account for these 
other events. This will involve examining data such as shown 
in table 1 according to age, family size, race, occupation, etc. 
An analysis according to age, for example, may indicate more 
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accurately those families that have rising income expectations 
and thus miqht find GPMs attractive mortgage instruments. 

With the problems of inference aside, the data in the table 
do tell us that there are many families with rising incomes. 
These households may have been able to meet the rising payments 
of GPMs. Figure 1 illustrates the types of distinctions made in 
table 1. Families are classified, first, by liquid wealth status. 
Then, for each class of wealth, they are classified according to 
the 1968 level of income, and, finally, by che increases in income 
over the period 1968-1975. As shown in the figure, a family with 
a $2,500 income in 1968 is classified as to whether it had no 
increase (or a decrease) in income over the next eight years (line 
A), whether it had annual increases of $300 to $1,000 (line B), or 
whether it had increases of over $1,000 (line C). Obviously, che 
last case is the most important in terms of the ability of the 
family to meet the rising payments. The family is classified, in 
each wealth category, as to whether it had a higher initial income 
level, and as to the possible income trajectory over the next 
eight years (lines A, B, C starting from a 1968 income level of 
$9,000). In this case families with income trajectories B or C 
may have found the GPM attractive and useful in being able to pur- 
chase a home. 
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Annual ^^'OOO 

Family 

Income $8.000 




Figure 1. Alternative Income Trajectorlea, 1968-1975. 
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Families with high wealth, with low current income, and with 
high income increases may have found the GPN very useful. As 
shown in the lower right-hand corner of table 1, 2.8 million fam- 
ilies were estimated to have had over $10,000 in financial assets 
and less than $3,500 in income in 1968, but with annual increases 
in income of over $1,000. At the other extreme, those with low 
wealth accumulations but high income growth might also have bene- 
fitted from GPNs (as well as from downpayment assistance). The 
UDoer right-hand corner of the table shows chat an estimate of 
3.4 million families had no financial assets and less than $3,500 
in income in 1968, yet had, on average, annual increases over the 
next eight years of over $1,000. While the last column may be 
the most pertinent from the standpoint of the attractiveness of 
GPHs, many of the families in the middle column, whose incomes 
increased by $300 to $1,000 annually, may also have found a GPN 
useful. The primary data reveals that all the families in the 
last column had annual increases of over 10 percent as did all 
those in the second column with initial 1968 income less than 
$7,000. Ml these families might have found a GPM useful. The 
rest of the families in the second column and those at the top 
of the first column had incomes increasing between 5 and 10 per- 
cent, and a low graduation GP!i may have been useful. On the basis 
of 1976 estimates, of 55.1 million renters, 70 percent could 
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expect to have annual Increases in income over 10 percent if the 
1968-75 experience could be extrapolated while 15 percent could 
expect annual income increases of 5 to 10 percent. 

Thus, even with this very preliminary aggregative data, we 
can see that there is very likely a large demand for GPMs. At 
least many families who were non-owners appear to have been able 
to afford the rising payments. In addition to the renters 
examined in the analysis above, homeowners are being as well. 
Many of these may have preferred a GPM instead of the standard 
fixed payment mortgage. With a GPM they may have been able to 
afford the amount of house that more nearly matched their income 
expectations. We believe that the full data to be generated in 
this study will be very helpful in defining the potential demand 
for GPMs as well as other mortgage instruments. 



Relationsh i p of GPM to Downpayments 

What about the relationship of the GPM to downpayment 
requirements? The GPM can clearly enhance af fordability in terms 
of initial monthly payment reauirements. However, its ability to 
contribute to lower downpayments is constrained to the extent 
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that we insist that the stream of future monthly payments be 
such that there is always some positive equity in the house 
based on a market valuation of the house that equals the appraised 
value at time of purchase . One could, of course, take it for 
granted that 3PHs would be underwritten only on houses that would 
have a significant appreciation potential. If so, one could 
design an FHA- insured GPM that had at least as low as a downpay- 
ment as that on an FHA- insured standard fixed payment mortgage. 
The negative amortization in the early years of the GPM would 
eliminate the equity in the house based on the appraised value 
at time of purchase. But, presumably, this elimination of equity 
would be more than offset by a positive impact on equity due to 
the rise in house prices. 

Our feeling, however, is that relying on rising home prices 
to maintain a positive equity would be a risky proposition. Not 
all houses appreciate in value or appreciate to the same degree. 
Moreover, there might well be little or no appreciation in early 
years even though appreciation over the long-run is highly likely, 
and the result could well be a negative equity in the house in the 
early years of homeownershio. Moreover, as I testified last 
August, we would have serious concerns regarding the possible 
"redlining" implications of any new iiortqage instrument that 
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reauires a substantial property price appreciation in order 
for repayment to be feasible. Thus, we are oleased that the 
Young Families* Housing Act accepts the need to devise a monthly 
oayment schedule that would not take for granted increases in 
the value of the house. 

For this reason, this Act would oermit the offering of 
various GPMs subject to the restriction that generally the out- 
standing principal balance of an insured GPM may not at any time 
exceed 97 oercent of the appraised value of the property covered 
by the mortgage determined as of the date the mortgage is accepted 
for insurance. This reouireroent does permit a smaller equity for 
properties over $25,000 in value than the formula being used for 
the exoerimental 245 program, which is identical to that for the 
PHA-insured standard fixed oayment mortgage. But it still retains 
the orinclple that any price appreciation in the house cannot be 
taken for granted in designing the monthly payment schedule. 

However, the GPMs authorized under The Young Families' 
Housing Act would have a downpayment requirement of 10 percent, 
which is greater than that for FHA-insured mortgages of the stand- 
ard fixed oayment form. This higher downpayment requirement 
aooears to be based on a supposition that a GPM with a signifi- 
cant upward "tilt" is necessary in order to permit a substantial 
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lowering In th« incoae •liglblllty of households based on the 
initial iionthly payaents. h significant *tilt* prevents per- 
eitting downpayaents as low as that on PHA-insured standard 
fixed payaent Mortgages although it is not clear to us why there 
is need for a ■Inlaua downpayaent as high as 10 percent. 

The specific reason why there are certain liaits (although 
not necessarily the 10 percent specified in the Act) as to how 
far one can reduce the downoayaent on a GPN with a significant 
tilt is that the streaa of aonthly payaents with such a tilt 
iaplies negative aaortigation for a significant nuaber of years. 
Not only is there no payaent on the principal of the aortgage 
in the early years, but the payaent is less than would be 
required to cover the interest due on the aortgage. Thusr there 
is essentially a deferral of soae of the interest that produces 
negative aaortization and reduces the aaount of equity in the 
house relative to the initial purchase price. This reduces the 
eauity below the downpayment.* 

* A brief conunent on still another of the AMIRS projects — the 
legal analysis — is appropriate here. A long list of pertinent 
legal, regulatory and legislative Issues are being currently 
evaluated. For example, of particular relevance here is the 
preliminary conclusion that negative aaortization will be 
viewed as " interest on Interest " which Is currently prohibited 
In over 30 States. If this assessment Is correct, GPNs may only 
be feasible contingent on Federal legislation which would 
over-ride individual States' orohibltlon on negative amortization . 
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If the downoayment is made too low on a GPN, there is little 
scope for much upward tilt in the payment schedule since this 
would rapidly eliminate the equity in the house altogether, based 
on the initial value of the house. Thus, insofar as we desire a 
significant tilt in the payment schedule, we must have a downpay 
ment that is above that presently required for the standard fixed 
payment mortgage under the PHA 203(b) insurance program. Nonethe- 
less, while we understand the need for adequate downoayments on 
GPK^s, we would recommend that any permanent GPN program not spec- 
ify any oarticular minimum downpayment in the statute that is 
more stringent than for standard fixed payment mortgages, but 
permit flexibility to HUD to design alternative GPNs, some of 
which could combine a modest upward tilt and lower than 10 percent 
downpayment. 

A lternative Types of GPM s 

It is possible to design a large number of variations on 
the GPN theme. These would include the so-called stand ard GPM 
that has a constant tilt or graduation rate over the life of the 
mortgage, as well as the m odified GPM, used in the experimental 
245 oroqram, where the graduation rate applies to, say, the first 
5 or 10 years and is then followed by constant monthly oayments 
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payaents over the re«aining life of the Mortgage, h third type 
of GPN would involve deferring oaynent on i>art of the contract 
interest rate for a specified nuaber of years, such as five 
years. Again, our AMIRS study is examining all of these variants 
of the GPM.* We would be reluctant to state at this point in 
ti«e precisely which variants of the GPM ndy be aost feasible, 
however, our present feeling is that the Modified G?n is probably 
the most feasible type since the standard GPU with any signifi- 
cant tilt has very little or negative eouity over «ost of its 
life, based on the intial property value, and the deferred 
interest GPM results in an undesirable large escalation in 
«onthly payments at the end of the five year period that is prob- 
ably not feasible in the absence of a Government subsidy. This 
is recognized in the exoeriitental section 245 program, which 
involves modified GP^Is with level payments after 5 or 10 years. 

In order to understand the possible implications of the 
proposed permanent GPM oroqram, it is useful to review briefly 
the five current experimental GPM plans. Table 2 shows the 



* The technical appendix attached to this testimony is in fact 
a very preliminary internal wor^cing draft of a portion of our 
AMIRS analysis of the economics of GPMs. 
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modified GPW plans, which differ according to the rate of 
graduation of annual oaynents for S or 10 years. For a $40,000, 
30-y^ar, 9.5 oercent Interest rate GPM, the Initial annual pay- 
ments for the first year are shown in the table. These annual 
payments are compared to those on a 30-year, 8.5 percent stand- 
ard fixed payment mortgage. The experimental nodified GPKs 
reduce initial monthly and annual payments by 9 to 25 percent 
compared to those of the standard fixed payment mortgage, de- 
pending on the plan. However, as the table indicates, the 
Payments eventually become higher. The modified GPN plan that 
produces the largest increase in payments relative to that on 
the standard fixed payment mortgage is the 3 percent, 10 year 
graduation GPH. Payments at the end of 10 years are 11 percent 
greater than that of a standard fixed payment mortgage of the 
same interest rate. The GPM payments remain lower than those 
under the standard fixed oavment mortgage for the first seven 
years of the 10 year plans and for the first four years of the 
five year olans. Subsequently, the GPM payments exceed those 
under the standard fixed payment mortgage. 

An alysis of the Pe rmanent GPM Propos al 

The Young Families' Housing Act would have an iraoact on 
the tyoe of GPMs that could be as offered as comoared to that 
under the current experimental GPM program. This is because 
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the experimental 6PH program is subject to the same downpaynent 
requirements as that applicable to PHA-lnsured standard fixed 
payment mortgages under Section 203(b). This would also con* 
trol the minimum ratio of the borrower's equity to the original 
appraised value over the life of the mortgage, which would 
rise Increasingly over 3 percent for appraised properties above 
$25,000. In contrast, the GPNs author l^^ed under the Young 
Families* Housing Act, referred to here as the "Brooke" GPNs, 
would be In some respects more restrictive and in other respects 
more lenient than conditions Imposed upon the experimental GPNs. 
Thus, the Brooke GPNs would be required to have a downpayment 
no less than 10 percent of the appraised value of the property 
but then would permit the ratio of the borrower's equity to the 
original appraised prooerty value to be as low as 3 percent at 
some future point of time even for appraised property values 
above $25,000. Both the experimental and Brooke GPNs would be 
subject to the maximum mortgage amount for single family 
residences, which is currently $45,000 but for which legislation 
is oending to raise this amount. Both GPNs are also subject 
to the PHA underwriting standard that total housing costs cannot 
be greater than 35 percent of after-tax income. 
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^s I noted in an earlier part of the testinony, the rainimum 
downpayment required for the PHA standard fixed payment mortgaqe 
is based on a sliding scale, with the downpayment only 3 percent 
for the first $25,000 of appraised prooerty value. The experi- 
mental GPHs that are currently offered with PH^ insurance have 
the same statutory downpayment requirements as those that apply 
to the PHA- insured standard fixed payment mortgage. However, 
in practice this leads to higher downpayroents since the actual 
downpayment for the experimental GPHu has to take account of the 
fact that these mortgages have negative amortization which 
reduce the borrower's eauity in the house — expressed as the 
difference between the original appraised value of the house and 
the outstanding mortgaae balance. The ratio of this equity to 
the original appraised value of the property can never fall below 
the minimum downpayment requirement for the PHA standard fixed 
payment mortgage. Given negative amortization in early years, 
this means that the experimental GPMs must start out with a 
downpayment that is sufficiently above that on a standard fixed 
Payment mortgage so that the negative amortization does not 
reduce the ratio of the eauity to the original appraised property 
value below the minimum downpayment reauirement. 
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The experimental GPN plan with the most negative amortiza- 
tion and with the most dramatic Initial effects Is the one that 
has payments Increasing by 7.5 percent annually for five years 
with constant payments for the remaining 25 years. We have 
examined this plan, both as It exists In the present experimental 
program and as It would have to be modified under the different 
conditions that pertain to a Brooke GPM. We trace through the 
Implications both as between these two GPMs and a standard fixed 
payment mortgage that would be possible on a property of the eame 
appraised value. Table 3 summarizes the comparisons among these 
three types of mortgages as well as with what might be termed a 
modified Brooke GPN, which would permit a three percent downpay- 
ment or equity requirement irregardless of the property value but 
without the minimum 10 percent downpayment requirement that is 
presently contained in the Young Families' Housing ^ct. 

The first set of comparison shown in table 3 is for the 
highest house price that can be purchased under the assumption of 
the lowest possible downpayment and constrained by the maximum 
$45,000 mortgage amount that present law permits. The downpayment 
on the exoerimental GPN for the maximum house price possible 
under FHA maximum mortgage limitations is 12.7 percent (i.e. an 
87.3 percent initial loan-to-value ratio). This is above the 
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T«bl« 3. CoBparlsoiui of FHA Section 203 Mortgages, 

Bxperlaental Section 245 GPIte, and Brooke PHA GPIto 

Uslos the Minlaui lequlrod Downpayaent 



raA 203 

Maxiwm Value of the Bouse $49,688 

Mlnlmia Downpayaent $ 4,688 

Loan Aw>unt $45,000 

Effective L/V Ratio 90. 6Z 

Mlnlmia Annual Incoae $16,608 

For A $45,000 Houae: 

Mlnlaua Downpayaent $ 3,750 

Loan Aaount $41,250 

Effective L/V Ratio 92X 

Mlnlaua Annual Incoae $15,224 

For a $35,000 Houae: 

Mlnlaua Downpayaent $ 1, 750 

Loan Aaount $33,250 

Effective L/V Ratio 95Z 

Mlnlaua Annual Incoae $12,272 

For a $25,000 Houae: 

Mlnlaua Downpayaent $ 750 

Loan Aaount $24,250 

Effective L/V Ratio 97Z 

Mlnlaua Annual Incoae $8,950 



Bxperlaental 
245 CPM 

$47,898 

$ 4,519 

$43,379 
87. 3Z 

$12,058 



$ 5,236 
$39,764 
88Z 
$11,053 



$ 2,950 

$32,052 

91. 5Z 

$ 8,909 



$ 1.624 

$23,376 

93. 5Z 

$ 6,498 



Brooke 
Proposed 
FHA CPM 
$48,199 
$ 4,820 
$43,379 
90Z 
$12,058 



$ 4,500 
$40,500 

90Z 
$ 9,381 



$ 3,500 
$31,500 

90Z 
$ 7,297 



$ 2,500 
$22,500 

90Z 
$ 5,212 



Alternative GPM 
Vlthout lOZ 
Downpayaent 
qulreaent 



^ 



6,392 
$ 3,013 
$43,379 

93. 5Z 
$12,058 



$ 2,923 

$42,077 

93. SZ 

$11,696 



$ 2.273 

$32,727 

93. 5Z 

$ 9,097 



$ 1,624 

$23,376 

93. 5Z 

$ 6,498 



Notes: Applies to slngle-faally bouses over a year old or houses before construction. 
For houses less than a year old or under construction, the downpayaent requlreaent Is 
higher. The downpayaent requlreaent for veterana Is lower. All aortgages are 8.5 
percent for 30 years. The GRf for both the Bxperlaental 245 and the Brooke propoeal 
Is the "steepest" GPM in the HUD Bxperlaental 245 prograa: payaents Increase at 7.5 
percent annually for 5 years. This CPM has the lowest Initial payaent and the aost 
negative aaortlzatlon. 

The "Mlnlaua Annual Incoae" (after tax) Is obtained froa the FHA underwriting 
standard that "housing costs" be at aost 35 percent of annual after- tax Incoae, which 
Is applied to the first-year payaent and Iccoae for the CPMs; and the aasuaptlon that 
25 percent of the required 35 percent conatltutes principal and Intereat. 
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9.4 percent downpaynent on the standard fixed payment mortgage. 
However, the Brooke GPM would permit a downpayment— 10 percent— 
almost as low as that on the standard fixed payment mortgage. 
The modified Brooke GPM would permit the lowest downpayment 
of all — 6.5 percent. The* maximum value of the house and of 
the mortgage loan possible would be greatest under the standard 
fixed payment mortgage but the amounts would not be reduced 
appreciably below those of the various types of GPMs in the 
table, although it would be least for the modified Brooke GPM. 

The most important difference between the standard fixed pay- 
ment mortgage and the various GPMs is in the minimum annual after- 
tax income that is required to purchase the house. For illustra - 
tive purposes only , it is assumed that the PHA income standard 
can be roughly translated into a requirement that monthly mortgage 
payments be no greater than 25 percent of monthly income at the 
time that the mortgage is made. Since the GPMs have lower initial 
monthly payments than the standard fixed payment mortgage, they 
Imply lower income requirements. As shown in table 3, the required 
Income for the maximum price house with a minimum downpayment is 
only $12,058 for the various GPMs compared to $16,606 for the 
standard fixed payment mortgage. This means that the GPMs reduce 
Income requirements by 28 percent from that required under the 
standard fixed payment mortgage. 
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Tb* Toung Paailies' Housing Act could b» interpreted as 
implying that GPMs whose payaents are aore graduated than those 
of any of the five GPHs in the ezperlaental prograsi be offered 
in a permanent prograa. This is because the higher dovnpayaent 
requireaent of the Brooke 6PM does aake aore graduated payaent 
schedules feasible without producing an intolerable negative 
aaortization that could eliainate or alaost elialnate the borrow- 
er's equity in the house as based on the initial appraised 
value. The Brooke GPMs can be structured to start out with a 10 
percent equity r as a result of this downpayaent, with the Brooke 
GPMs graduated so that the equity falls to 3 percent of the orig- 
inal value of the house before beginning to increase. Por a ten 
year graduation period, this iaplles a growth in aonthly payaents 
of about 5 percent per year. Por a five year graduation period, 
this iaplles a growth rate of about 13 percent per year, depending 
upon the Interest rate. While these aaxlaua growth rates aay 
be high, lower ones are possible and desirable for households 
with a certain level of assets and certain types of incoae pros- 
pects. Thus, while a alnlaua 10 percent downpayaent alght becoae 
coaaon for PHA- insured GPMs, it would be aore flexible and useful 
to peralt lenders and borrowers a greater choice of coablnations 
of downpayaent and graduated growth rates. Instead of Halting 
the choice by requiring a minimum 10 percent downpayment. In the 
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It iMeds to be enphasised that the above nuiwrlcal results 
are very much dependent upon the present $45,000 «axlauii mortgage 
amount and the sliding schedule on the basis of which the minimum 
downpayment rises for appraised property amounts above $25,000. 
In addition, the income requirements for the GPNs are relatively 
more favorable compared to that of the standard fixed payment 
mortgage because of the fact that our illustration is based on a 
GPM plan with a graduated 7.5 percent rate during the first 5 
years. The difference in income requirements would be smaller 
for less steeply graduated GPHs. 

Inclusion of the modified Brooke 6PN in our analysis should 
not be taken to imply that we advocate that most GPNs should be 
issued with a downpayment below 10 percent. We would merely 
suggest that, in some instances, a Brooke GPM with a downpayment 
of less than 10 percent might be useful for types of households 
with certain wealth and Income characteristics. In addition, 
since the proposed increase in the maximum mortgage amount for 
PHA mortgages would also result in lower downpayments for most 
standard fixed payment mortgages, it is only logical that the 
Brooke GPM not be overly restrictive with respect to the downpay- 
ment. 
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The Young Paallles* Housing Act could b# Interpreted as 
laplylng that GPMs whose payaents are aore graduated than those 
of any of the five GPNs In the experiment al prograsi be offered 
In a permanent program. This Is because the higher dovnpayment 
requirement of the Brooke 6PN does make more graduated payment 
schedules feasible without producing an Intolerable negative 
amortization that could eliminate or almost eliminate the borrow- 
er's equity In the house as based on the Initial appraised 
value. The Brooke GPMs can be structured to start out with a 10 
percent equity, as a result of this downpayment, with the Brooke 
GPNs graduated so that the equity falls to 3 percent of the orig- 
inal value of the house before beginning to Increase. Por a ten 
year graduation period, this Implies a growth In monthly payments 
of about 5 percent per year. Por a five year graduation period, 
this Implies a growth rate of about 13 percent per year, depending 
upon the Interest rate. While these maximum growth rates may 
be high, lower ones are possible and desirable for households 
with a certain level of assets and certain types of Income pros- 
pects. Thus, while a minimum 10 percent downpayment might become 
common for PHA- Insured GPNs, it would be more flexible and useful 
to permit lenders and borrowers a greater choice of combinations 
of downpayment and graduated growth rates. Instead of limiting 
the choice by requiring a minimum 10 percent downpayment. In the 
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experimental GPH prograa, only 5 plans have been offered, but a 
permanent GPN program could conceivably expand the number of such 
plans. 

Implication of GPH for Income Eligibility Requirements 

An important note of caution is necessary in evaluating the 
precise implications of a permanent FBA-insured GPH program on 
income eligibility requirements and the resulting increased number 
of households that might therefore be able to qualify for a mort- 
gage loan. The reason is that any computations at this time are 
predicated on the current insurance premium of 1/2 of 1 percent 
of the outstanding balance. However, while this insurance premium 
has proven adequate under the PHA section 203 (b) program, in- 
volving unsubsidised standard fixed payment home mortgages, it 
may or may not be adequate for GPNs. To the extent that we envi- 
sion PHA-insured GPHs as an unsubsidised program, a foreclosure 
and loss experience under this program significantly higher than 
for the standard fixed payment mortgage would require a higher 
insurance premium to be paid by the borrower. This, in turn, 
would raise monthly payments and reduce to some extent the favor- 
able impact of GPHs on the number of households qualifying for 
home mortgages. 
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Ina*«d thm wtj fact that this prograa is oirrantly hmtmq 
offered only under Padaral insuranoa reflacta tha lack cf data 
on the default and loss experience of this relatively new sort- 
gage Inatruaent. Ontil soae experience la gained. It la poaalble 
that GPNa aay not be acceptable to lendera without aoae fora of 
Insurance. Alao private aortgage insurance coopaniea aay be 
reluctant to insure GPMs until adequate foreclosure and loss 
experience is available and certainly reluctant to do so without 
relatively strict underwriting standards. Thus, a Federally 
Insured GPM prograsi is essential at this tiae because (1) without 
it, GPMs sight not be generally offered by lenders, at least not 
on a wide scale, and (2) there will otherwise be no way to develop 
a data base of foreclosure and loss experience for GPHs that could 
help private aortgage insurance coapaniea determine an actuarially 
sound insurance preaiua, which would in turn facilitate offering 
GPHs as conventional aortgages. 

In this regard it is understood in the private aortgage 
Insurance Industry that defaulta on standard fixed payaent aort- 
gages usually occur with the highest frequency during the first 
five years of the mortgage. GPMs might well have a greater fore- 
closure rate in later years when monthly payments go up. But even 
In early years the GPM Is likely to be viewed as a higher risk 
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than the standard flXjBd payment mortgage because, during the early 
years, the GPM has negative amortization, which Impacts on equity 
and compounds the risk potential. Part of the difficulty in 
evaluating likely loss experience under GPMs at the present time 
is that we do not yet know what underwriting standards are neces- 
sary to make it reasonably certain that a GPN borrower is, in fact, 
going to have the necessary rising income stream to meet the rising 
monthly payments of the GPM. One possibility is that GPN under- 
writing standards could be made exceptionally strict in order to 
ensure a very high probability that GPM-qualifylng households will, 
in fact, have an appropriately rising income. However, this almost 
certainly would restrict the program to a very small group and 
reduce substantially its potential as a means of increasing housing 
affordability. Moreover, any loss experience on GPMs derived from 
an experimental group where the underwriting standards are unneces- 
sarily strict will not have applicability to the likely loss experi- 
ence for a larger group of households at some future date. 

As noted earlier, we still do not know to what extent 
increases in the prices of existing homes will occur during the 
early years of ownership and offset the negative amortization of 
a GPM in its early years. Even though evidence indicates that the 
average home will appreciate in value over a long period, there 



Digitized by 



Google 



224 



iu, sm noted, a considerable dispersion In the degree and tlalng 
of appreciation aaong various homes, and soae may even depreciate 
In value. Then, too, as noted earlier In this testimony, lenders 
may desire to restrict the underwriting of GPNs to selected 
neighborhoods in order to keep the loss experience within accept- 
able bounds. This might well lead to charges of redlining with 
respect to GPMs, but it is difficult to see how this type of mort- 
gage can be successful if underwriting standards are not made some- 
what more stringent— although hopefully not substantially more 
stringent— than for the standard fixed payment mortgage. 

As noted earlier, in AMIRS we are studying the risk implica- 
tions of GPMs with specific attention to the question of negative 
amortisation. In AMIRS we are also studying the question of con- 
sumer-oriented safeguards or protections. The list of potential 
safeguards under review is a long one and, to a large extent, is 
a function of the specific alternative mortgage instrument under 
consideration. In the case of GPMs, examples would include 
limiting variations in the payment- Income ratio by restricting 
the graduation rate and time period, limiting the default risk 
through a minimum downpayment requirement or maximum negative 
amortisation, and numerous others. 
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It should also be noted that there may exist State and/or 
Federal statutory and regulatory Impediments to the Implementa- 
tlon of GPNs and other proposed mortgage forms. Consequently, 
one major section of AMIRS will consist of a comprehensive legal 
analysis of alternative mortgage Instruments with the objective 
of distinguishing legal Issues which appear unique to alternative 
proposed alternative mortgage forms relative to traditional mort- 
gage forms. This section will also Include an analysis of how 
various consumer safeguards, studied In another section of AMIRS, 
might be Implemented most effectively. 

Any discussion of the GPM should note that In February 1974 
the Bank Board permitted Federal SftLs to Issue so-called "flexible 
payment mortgages." This mortgage Is a two step type of GPM, but 
with no negative amortisation permitted. Hence, It has only a 
slight tilt. During the first year after this mortgage Instrument 
was allowed, only a few SftLs had Issued It. During the past year, 
more of these mortgages have been Issued, and an Increasing number 
of StLs are showing an Interest In them. This type of mortgage 
Instrument can be viewed as a transition to the GPM with a signifi- 
cant tilt that Implies negative amortisation In the early years. 
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Flexible payment Mortgages will undoubtedly make it easier 
for StLs to become acclimated to GPNs that have a significant 
tilt. As part of AMIRS, we are collecting statistical evidence 
on the volume of such mortgages made in the last three years. 
However, because of the lack of negative amortisation in flexible 
payment mortgages, the experience with this type of mortgage 
will be of only limited benefit in attempting to establish private 
mortgage insurance premiums for the types of GPHs currently being 
offered under the HUD experimental program and being proposed in 
this Act. 

In still another section of AMIRS the Federal Home Loan 
Mortgage Corporation is conducting a survey of mortgage lenders 
that actively trade in the secondary mortgage market. In general, 
lenders thought that the level of risk with the GPM would be 
greater than that on a standard fixed payment mortgage. Hence, 
we can expect that a GPM would be priced at a discount in the 
secondary mortgage market from a standard fixed payment mortgage. 
This conclusion, however, presupposes no Federal insurance nor 
any private mortgage insurance on the use of conventional GPMs. 

Since GPMs provide a lower cash flow in early years than 
standard fixed payment mortgages, it would appear that lenders 
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would require a sonewhat higher effective Interest rate on GPNs, 
even of the PHA type. This would raise Monthly payments by the 
borrower somewhat. As a result o€ this reasoning, Fanny Nae has 
recently Issued guidelines on the pricing of the experimental HUD 
GPNs £or purchases In Its GPN secondary market program. These 
guidelines set the pricing of GPMs at a 10 to 30 basis point dis- 
count from comparable standard fixed payment mortgages, depending 
on the exact experimental GPM plan. Since these GPHs are Insured, 
the reason for the discount Is based strictly on the cash flow 
characteristics of the GPN. 

From a longer point of view, PBA Insurance by Itself may be 
an Inadequate vehicle to produce a broad Interest In the use of 
GPMs. ha we Indicated earlier, this Is because thrift Institu- 
tions and many other lenders have been reluctant to originate PHA 
Insured mortgages because of administrative expenses In dealing 
with PHA both for origination and foreclosure. In addition, pro- 
cessing delays by PHA as well as a maximum- mortgage limitation 
have also been factors In deterring lenders from using the PHA 
route on standard fixed payment mortgages. This Indicates that 
It Is probably Important, If the GPN Is to have an Important 
future, to develop meaningful loss experience on GPNs under 
Federal Insurance and hope that this will Induce lenders to offer 
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them without PHA Insurance and Induce private aortgage Insurance 
coapanles to be willing to offer appropriate and reasonable 
insurance premiums for GPHs issued on a conventional basis. 

Individual Housing Account 

The second provision of the Toung Families* Housing Act 
would permit a new type of tax exempt account — an Individual 
housing account (IHA)-- 'whose purpose would be to permit individ- 
uals and families to accumulate equity for the downpayment on a 
house. This section of the bill remains essentially the same as 
that proposed last year with one exception. This is a provision 
to recapture a portion of the taxes foregone by reducing the cost 
basis of the house at the time of sale by the amount of the down- 
payment which derives from the individual housing account. 

This provision could be viewed as a companion proposal of 
the permanent 6PH program insofar as the latter has a minimum 10 
percent downpayment requirement. However, this provision would 
clearly apply to a much broader range of households than those 
using an PHA-insured 6PM. Hence, it must be judged on its own 
merits. 



Digitized by 



Google 



229 



In the past the Board has not taken a favorable position on 
proposals that would permit tax deductions or credits for those 
who accumulate savings accounts. In general, the Board's feeling 
has been that such general types of tax deductions or credits 
applied to all savings accounts would create a substantial tax 
windfall for those who would have saved the money anyway. The tax 
revenue lost through such proposals would be quite substantial 
relative to any new savings or mortgage credit that would be 
generated. 

The proposal in the "Young Families' Housing Act" to permit 
a tax-sheltered IRA raises, unfortunately, many of the same objec- 
tions. It would permit both a deduction up to a maximum amount 
from taxable income for the accumulation of funds in an IRA for 
the purpose of making a downpayment on a primary residence and, 
at the same time, completely tax shelter the interest or other 
yield on funds in the IRA. 

Eligible Assets for Housing Account 

Despite the reference in Senator Brooke's introductory com- 
ments to the IRA as constituting a new type of savings account, 
nothing in the bill requires that it be a savings account. The 



Digitized by 



Google 



230 



IBh would be a trust adnlnlstered k>y an appropriate trustee. The 
only restrictions on the types of investiients that we can find 
in the bill are that they not be life Insurance accounts and not 
be comingled with other property except in a connon trust fund 
or comon investment fund. Investments in stocks or long-term 
bonds that can fluctuate significantly in value would apparently 
not be ruled out although they may well be imprudent if the funds 
in the IBh are to be applied to a downpayment for a house within 
only 3 or 4 years of the opening of the account. To the extent 
also that the IBh is not invested in savings accounts, they are 
not likely to add to the supply of mortgage credit. We are not 
clear whether the IBh is supposed to have this latter objective 
in addition to making it easier to accumulate a downpayment. 

Impact of Tax Benefits on Different Income Groups 

The major oroblem with the IBh, however, is that It provides 
relatively less of the tax benefits to lower and middle-income 
individuals and families. Moreover, the tax shelter aspects of 
this account do not automatically make it possible for individuals 
and households to accumulate a downpayment for a home. If an indi- 
vidual or family is so financially strapped that it cannot save 
money, the bill would be of no benefit since the tax benefits only 
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accrue to those who are able to contribute funds to the IHA. 
The bill would, of course, provide some incentive for even 
less affluent individuals or families to pare their current 
expenditures — to the extent that their income position permits 
this — in order to take advantage of the tax benefits of the IHA. 
However, since the tax benefit is in the form of a deduction 
from income, the exact amount of the tax benefit depends upon 
the marginal tax bracket of the individual or family. If the 
tax bracket is relatively low, the tax benefits are minimal. 

In addition, it is probably unrealistic to expect the aver- 
age young family to be able to take full advantage of the maximum 
deductions permitted by the proposal. Nedian family income for 
1976 is estimated at $14,500, and it is less, of course, for the 
young family. It is unrealistic to expect most families with 
even the median income to be able to take anywhere near full ad- 
vantage of the $2,500 maximum annual deduction permitted for the 
IHA (and to take advantage of the $10,000 lifetime de.duction over 
a reasonable time) if such funds are available only from current 
income. A 7 percent savings rate has been the average in recent 
years. If applied to a $14,500 median family income, this would 
imply an ability to save only about $1,000 a year. This computa- 
tion overstates the likely amount of savings since the historical 
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7 percent savings rate applies to disposable ( I.e. / after-tax) 
family Income. This does not mean that a young family that is 
anxious to purchase a home might not make unusual sacrifices over 
a number of years In order to save at an above average rate, but 
families that do so are likely to be the ones that would have done 
so without the benefits of a tax shelter. Nor are the full tax 
deductions provided by this bill necessary to accumulate the down- 
payment that Is required for the first-time home purchaser under 
an FBh or VA mortgage (or even. In many cases, a conventional 
mortgage) . 

In general. Individuals would receive more tax advantages 
than families from the IHA since Individuals would be permitted 
the same maximum deduction as families although their housing 
needs presumably are less. Individuals would be In a better 
position to save money to put Into an IHA than a young family 
with children. Individuals would also benefit from the tax 
sheltered aspect of the IRA more than families since Individuals 
have a higher marginal tax bracket than families with the same 
Income filing a joint tax return. 
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Tax Credits As An Alternative to D»ductlon8 

In our opinion, some of the problems of the IHA proposal 
can be dealt with through changes in the provisions of the bill 
if Congress should find the proposal worth pursuing. If tax 
credits are used rather than personal tax deductions as the 
vehicle for the tax shelter, the tax benefits would not depend 
upon the marginal tax bracket of the individual or family. Like- 
wise, if the tax credits were kept reasonably low, this would 
reduce the ability of upper income households and enhance the 
ability of lower and middle income households to benefit from 
the proposal. 

If it is desired to replace tax deductions by tax credits, 
one possible form this could take is to limit the maximum tax 
credit per year to $500 (equal to one-third of a maximum $1,500 
cash contribution) and a maximum $2,500 lifetime tax credit 
(equal to one-third of up to a $7,500 cash contribution). The 
tax credit alternative would pare down the tax benefits of the 
proposal applied to higher income individuals and families (and 
correspondingly reduce tax revenue losses) without reducing 
realistically the tax benefits that would be gained by the 
average American household under the provisions of the bill as 
it presently stands. A lower tax credit to individuals might 
also be justified given the lesser housing needs of individuals. 
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■o hmmozaikcm That Funds Co«e Frci la c eai t 

lfhll« the proposed ehsnges above would deal with soae of 
the aajor probleas in the tax i^roposal, it viould still leave 
open a nunber of probleas that are difficult to deal with. There 
is nothing in the bill to require that cash deposited in an IHA 
eoaes from the current incoae of an individual or family. There 
undoubtedly id.ll be aany faailies that already have accuaulated 
assets that eeet at least soae and possibly all of the downpayaent 
necessary on a hose or have received financial help froa parents, 
perhaps specifically for aeeting the dovnpayaent on a hose. 
These individuals and fanilies would have a strong incentive to 
use such funds to build up an IHA to the naxinisi allowable amount 
and derive the resulting tax advantages, even though they have 
no need of the tax advantages to build up a cash downpaynent. To 
the extent this occurs no new funds would would be created for 
housing despite the tax benefits. 

First-^i«e Borne Buyers 

As the bill is worded, moreover, we do not see any reference 
in it to a reguireiient that the IHA be used for only a first- 
time home purchase although Senator Brooke refers to the Con- 
gressional Budget Office study that indicates that the housing 
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affordablllty problea is one that affects only flrst-tiae hone 
purchasers generally. 

If, in fact, the bill does not restrict the benefits of 
IHAs to first-tiae hoae buyers it means that a large part of 
the tax benefits provided by the bill would flow to second or 
third tine hone buyers who have already benefitted substantially 
fron the rise in equity in their original houses. There are, 
unfortunately, problens in restricting the benefits of the 
bill to first-tine purchasers. Pron a practical point of view, 
the objectives of the bill, nanely to help build up an adequate 
downpaynent, would not be served equitably by restricting the 
benefits to first-tine honebuyers in the strict sense of the 
tern. It is possible that a fanily or one of the two spouses 
of the fanily, while still single or perhaps narried to another 
individual, had already owned a house or a condoniniun or co- 
operative unit in the past. This housing unit nay well have been 
nuch snaller than is presently needed by the individual or fan- 
ily and nay have been owned only a linited nunber of years during 
a period in which hone prices were not rising rapidly and, there- 
fore, was not providing a significant equity that could be used 
to buy a house in today's narket. 
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oaa «r tao t^stb, — siMe ««"«§ vies rtaia 

«€ tim fmct xMst elaaiay eoaia mtd mamtm 
ba#fi raeovpa«l« I0 aMlttoa^ aot all feaaaa rlaa ia ^iea tfcrai^ 
tla*/ aatf tm mnimztwq ^ j mmowm ^z t^tcw * feaaaa kaa aavraclatad la 
i^tflna/ or Jp0r«cl«ta4 stfalfleaatlr laaa tfeaa tba avara9a bouat 
prlea, al^t ba m mmCh la aaad aC flaaaelal aaaUtaaea for a 
doa w pa j raant on m tmw boaa 00 a trpieal firatiiao boaa parcbaaar. 
Ooa aat» Into oartleularly thoraf altoatloaa If oas trlaa ro 
traea throo^ i^iatliar a aoousa la a faally aay hara raealacd a 
•ul>ocantlal aaount of tha Incraaaa la a^lty of a boaa ovnad la 
a provlOMa aarrlaga that aas nov aval labia to tha cvrrent faally, 
tharaby obviating tba naed for tax asslstaaoa to build up a 
doanpayaant. «• 4o not aaa bow an aqultabla foraola for allgl- 
blllty undar tba tax banaflta of the IBA could raadlly ba daalaad. 
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Would Help Buy a Hore Expensive House 

h difficult problem arises from the fact that, for many 
potential home buyers, the IHA would be used not to make it pos- 
sible to buy a house but rather to buy a more expensive house 
than would be possible without the tax benefits of the IHA. 
This suggests that the bill might be re-worded to permit a 
build up of a downpayment in the IHA consistent only with the 
purchase of some modest priced house. However, this suggestion 
still does not deal with this problem. There is nothing to 
prevent a household from adding additional funds that it has 
to the tax benefits provided under the IHA in order to buy a 
more expensive house than it otherwise would be in a position 
to do. Thus, the bill, even in modified form, would go beyond 
merely making homeownership affordable. 

To What Extent Would Tax Benefits Stimulate New Money 
For Downpayment s? 

We have noted above the fact that cash payments into an 
IHA could come from parental contributions rather than money 
saved out of the income of the individual or family. As a prac- 
tical matter, it is difficult to monitor whether the parental 



88-114 0-77-16 

Digitized by VjOOQIC 



238 



qiftm to as Individual or fasiXy are baiag oaed to ti 
CMth cofltributiona to tha IBA or ara balog nacd for otKar fco ^ae 
bold axpaoaea. Thoa, it ia difficult to aaa liov thia ean ba 
daalt iritb tbroo9b radraftiog of tba laoguage of tba bill. Tot, 
it ia onfair for as iadividoal or booaebold to be able to utilise 
a tax'fraa 9ift froa paranta aa a baaia for receiving additional 
tas benafita tbroo^ tba IBA. Tax benef ita to atinulate douapay- 
nanta ara difficult to juatify uben the nooey doea not oon t out 
of tba bouaabold'a own incona and the tax benef ita were not even 
neceaaary to build op tbe downpaynent in order to boy a houae. 

Tbia leada to a aore general problen of tbe degree to which 
the bill would, in fact, atinulate new aavinga to neat downpaynent 
raquirenenta for a houae or would largely confer tax benef ita 
on funda that would have been raiaed to a large extent without 
the tax benafita. Certainly, the bill aa preaently drafted, 
baaed aa it la on a deduction rather than on a tax credit, would 
appear to give relatively little financial incentive to nost nlddle- 
Incone Anerlcana to save toward a downpaynent. Thus, In its 
present forn the bill would appear to confer tax benefits largely 
on noney that would have been accumulated for a downpaynent without 
the benefit of those tax advantages. Our auggeated revision to 
convert the deduction Into a tax credit would certainly provide 
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more genuine stimulus for new savings in order to accumulate a 
downpayment by the average American since a tax credit would pro- 
vide more tax benefits to the average American than would a tax 
deduction. 

Still, we believe that even a tax credit version of this 
bill would largely end up conveying a windfall tax benefit 
to those who would accumulate a downpayment on their own without 
the benefit of a tax advantage and do relatively little to stimu- 
late additional savings for the purpose of meeting downpayments 
for the purchase of homes. This leads to the view that the benefits 
of the IHA proposal would be outweighed by its cost in terms of 
tax revenues foregone and other drawbacks even with the suggested 
changes above. 

Recapture of Tax Benefits 

I would like to comment briefly now on the fact that the 
IHA proposal now has a provision to recapture a portion of the 
tax benefits. This would be accomplished by reducing the cost 
basis of the house at the time of sale by the amount of the 
downpayment which came from the IHA. The purpose of this presum- 
ably is to require the homeowner who has had the tax benefits of 
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tiM IMk to repay at laast part of tbesa tax twDef Ita to the 
Padaral 90irarnBant. Howavar, aa a practical aattar, taxation 
of capital galna on a bouaa can be deferred for a very lengthy 
period of tine, and In nany caaea, even for the full life of 
the individual or fanlly. Moreover, any capital gain on a house 
that la taxed at soae future point of tine, particularly If 
It la a lengthy period of tine away, represents a very snail 
aaount In tema of the present value of that tax. Pron the 
federal Governnent's point of view, the fact that any capital 
gains tax nay be deferred 30 or 40 years neana that the Federal 
Governnent will be paying Intereat on additional Governnent debt 
during the entire period to aake up for the effects of that fore- 
gone tax revenue. Finally, the capital gains tax Is at a lower 
tax rate than the tax rate at which the tax benefits are conputed 
In building up the IHA and Is likely to be paid after an individual 
has retired and Is In a lower tax bracket. 

Given the substantial financial gain from the build-up of 
equity in a house that is obtained by an individual or fanlly 
utilising the lUh, it nay be considered appropriate that the 
Federal governnent receive a larger return on the tax foregone 
than it appears to do under the present. bill. This is even nore 
so where it is an upper incone individual or fanlly that is bene- 
fitting fron the increased ability to purchase a hone. Thus, we 
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would strongly suggest that. If Congress desires to pass some 
version of this tax proposal, the bill be nodlfled to provide 
a higher recapture of gains from homeownershlp made possible 
by the IHA. 

Conclusion 

As our discussion above Indicates, we do not believe that the 
downpayment problem Is a major obstacle to homeownershlp afford- 
ablllty today. It Is a problem that can be dealt with by most 
households If need be by deferring a housing purchase for a num- 
ber of years. Neither do we foresee any major new downpayment 
requirement decreases over the future since these are already 
low historically, since further major decreases could result In a 
significant foreclosure problem, and since, equally Important, 
there la a trade-off between downpayments and monthly payments 
the effect of which Is that still further declines In downpayments 
would raise required monthly payments. 

As we have discussed, the trade-off problem exists under 
GPHs as well as standard fixed payment mortgages. Hence, we do 
not expect the Introduction of GPNs on a broader scale to reduce 
significantly downpayment requirements. However, based on present 
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results of our ANIRS project, ve believe that a penument prograa 
of FHA-lnsured GPNs would be helpful. Nblle such GPHs vrould be 
expected to carry downpayaents in excess of those on PBA- insured 
standard fixed payment aortgagesr given negative a8K>rtlsatlon in 
early years, i#e believe that any statute authorising a permanent 
PHA- Insured GPM program should not require that GPNs carry a 
downpayment higher than that for standard fixed payment mortgages. 
This would give HUD maximum flexibility in designing an array of 
GPNs with varying graduation rates and downpayments. In practice, 
a downpayment of at least 10 percent might be common for GPNs, 
but GPNs with a lower downpayment should be allowed as well since 
they may be suitable for households with certain wealth and income 
characteristics. 

Finally, we believe that the IBh has too many problems 
to be a useful means of dealing with such downpayment problems 
as households currently have. Bven with appropriate modification. 
It would provide only minimal benefits to lower and middle- income 
households and result in a tax loss that could not be justified 
by the benefits that would flow from the proposal. 
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Table 1. 1968 Renters by Wealth, Income Level, and Income Increase Status 

Figure 1. Illustrations of Income Trajections of Table 1 

Table la. Percentage Changes in Income, 1968-75 

Table lb. 1976 Renter Estimates, with Three Classes of Percentage Income 
Increases Noted 
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Tabic 1. Eslimati'S of tho Nunilicr of K.iuiJlJcs .iiid Uitrfl.-Ucd iiid JvIUu.ils 
Rcnclni', in the U.S. in 1968, According to llie Anxjunc of 
Financial Assuts, Income Level, and Increase in Income 
(Thousands) 



Financial 




Avcrnce Annual 


Increase in 


Income, 1968-75 


Assets, 1968 


Level of 


Less Than 


Between 


Over 


(dollars) 


Income. 1968 


$300 


$300 and $1 


,000 $1,000 


1 


Loss than SS.TjOO 


2.077 


1.26A 


3.379 


«ero 


$3,500 to $7,000 


93^ 


A66 


100 




Over $7,000 


67 


18 







Less than $3,500 





17 


682 


$0 to $1,000 


$3,500 to $7,000 


98 


A6 


121 




Over $7,000 


81 


36 


36 




Less than $3,500 





20 


1.118 


$1,000 to $2,000 


$3,500 to $7,000 


157 


505 


lAl 




Over $7,000 


362 


153 


75 




Less than $3,500 





A 


1.A38 


$2,000 to $3,000 


$3,500 to $7,000 


187 


382 


426 




Over 5^7,000 


351 


406 


.148 




Less than $3,500 





25 


2.287 


$3,000 to $5,000 


$3,500 to $7,000 


273 


655 


803 




Over $7,000 


87^ 


721 


744 




Loss than $3,500 


A 





4.400 


$5,000 to $10,000 


$3,500 to $7,000 


16A 


219 


973 




Over $7,000 


1.568 


1,878 


2,705 




Less thnn $3,500 








2.811 


Over $10", 000 


$3,500 to 37,000 


62 


5« 


158 




Over $7,000 


1.135 


839 


2.656 



Sources and Notes: The data v.-cre supplied by 
University, on leave at Yale University, as p 
the Alternative MortRasc Instruments Rese.irch 
the Panel Study of Incone Dynnr.iics for 1968-1 
a national sample of ovor 5,000 families hcin; 
Center, Univi-rsily of Micl>i r..in, Ann Arhor, Mii 
mainly of cash, chcckin:-, .nul saviiij-s .icconnls 
based on a nnmhc-r of noc io-eronomic chnr.uior 
for estJmatinj", iho nn.oti:it i^i' tin.im i.il .i.ssi-i'; 
Caldwell, and iiirli.ird V.i rthc ii;:».T, "'<ll J' v^.-iji'' 
Simulation. Urban Instjtuci-, '..'.irlnn-:ton, D.C 
in the i962 Surv ey of_ rinanc ial Cliaracteristi 
of tlie Federal Reserve Systcr.. 



Professor Jim Smith, Pcnn State 
art of his "Demographics Study" for 

Study. The primary data cone from 
975. The Panel Study consists of 
p, conducted by the Survey Research 

hii'.in. Financial assets consists 

ami stdi'ks .uitl lit-mls, .is vsl ir.i.iLrd 
istiis Hi hiMir.t'liolds. Thi' meLliodolu- 

ij; «>:p1.iinrd in Cuy (^riutt. Steven 
r-:j>«T Ini lU .It ii'u Thrnir^'Ii *li«-ro Ar.i I \ i i 
. J*J/0, and is based on wealth data 
cs t»f Cunsu;:icrs, Board of Governors 



Income is measured as "take-hone pay," net of taxes. The level of income and Its 
average annual increase are the intercept (in 1968) and the slope, respectively, 
of the regression of income on time for the 2,711 families in the sample who were 
originally renters. 
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Income 




Figure 1. Alternative Income Trajectories, 1968-1975. 
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Tabic la. Eatlaatca of Che Average Annual Parcantaga Incraaaa 

In Incoaa of Paalllaa and Unrelated Indlvldualn 

Renting in tha U.S. In 1968 over tha period 1968-75. 

According to the Amunt of Financial Aaaeta, 

IncooM Laval, and Incraaaa in Incoae 

(X) 



Financial 
Aaaeta, 1968 
(dollara) 



Zero 



Level of 
Incoaa. 1968 

' Leas than $3,500 
$3,500 to $7,000 
Over $7.000 



Average Annual Incraaaa in Incoae. 196S-75 
Leaa Than Between Over 
$300 $300 and $1.000 $1.000 



$0 to $1,000 



Leaa than $3,500 
$3,500 to $7,000 
Over $7.000 



$1,000 to $2,000 



$2,000 to $3,000 



$3,000 to $5,000 



Leaa than $3,500 
$3,500 to $7,000 
Over $7.000 



Leaa than $3,500 
$3,500 to $7,000 
Over $7.000 



$5,000 to $10,000 



Leaa than $3,500 
$3,500 to $7,000 
Over $7.000 



Leaa than $3,500 
$3,500 to $7,000 
Over $7.000 



Over $10,000 



, Leaa than $3,500 
$3,500 to $7,000 
. Over $7.000 



6.5X 
-O.A 
-5.1 

0.0 

0.8 

-«.3 

0.0 

1.5 

-3.3 

0.0 

1.3 

-1.7 

0.0 
-0.4 
-2.0 

-8.0 

1.6 

-2.0 

0.0 
-1.0 
-3.6 



32.2 Z 

12.0 

7.7 

16.1 

12.6 

8.0 

21.7 

11.7 

6.6 

28.6 

12.3 

7.2 

26.5 

11.0 
7.7 

0.0 

10.4 

6.1 

0.0 

12.1 

4.9 



1730.9Z 
25.9 

0.0 

1217.8 
25.4 
18.1 

3987.7 
29.0 
16.6 

19170.0 
27.7 
13.9 

7306.5 
32.1 
17.5 

34739.0 
35.3 
15.8 

-15807.0* 
42.0 
13.9 



The conputationa for each cell were the »ean alope « seen 
intercept x 100. The "alope" ia the average annual increaae 
in income for a faaily and the intercept ia ica 1968 incoae 
level. 



*nagativ< 
baaa 
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Table lb. EstlMates of the Nuobsr of FaalllM and Unrelated Individuals 
Renting in the U.S. in 1976, According to the Aaount of 
Financial Assets, Incoae Level, and Increase in Incoae 
(Thousands) 



Financial 


Uv«l of 
Incoae, W26 

Le» th«n $1,500 
$3,500 to $7,000 
Over S7,000 


Average Annual InfFsaa* in 


Incoae 


196fl-75 


{dCilUrt) 


Lea* Tha 

$300 


n Betwetfl 
$300 and $1 


,000 


Over 
$1,000 




12796 


I 

S 


1701 
628 


i 

it 

1 

S 
1 

1 


4548 

134 



649 

163 

48 

1S05 
190 
101 

1935 
573 
199 

30? 9 
I08O 
1002 

5923 
1309 
3641 

3784 

213 

3575 


Z*TO 


1257 
90 



131 
109 

l 

r ^" 

R 

1 2S1 
1 *7i 

S 

S 367 

« 117* 

u 

^^ S 
% 221 

S ^iii 



fl3 

152S 




24 




Less than S3, 500 
$3,500 to $7,000 
Over $7,000 


SO to 51,000 


21 

62 




46 




LftSB ttua $3,S0O 
$3,500 to $7,000 
Ottt S7.0O0 


fl,000 to J2.000 


26 
660 




206 




U*« than $^,500 
$3,500 to $7,000 
Ovftf 57.000 


52,000 to S3,0O0 


5 
5U 




S47 




LcflS than $3,500 
$3,500 to $7,000 
Over $7,000 


S3,CKJ0 to S5,000 


33 

861 




971 




L>BB tkan $3,500 
53,500 to $7,000 
Over 57,000 


»5,00O to Sl0,O0O 



295 




25as 




Lets than $3,500 
$3,500 to $7,000 
Oyer JS7^00O 


Over 510,000 







1130 



Total in 1976: 55.1 Million Renters 

Less than 5Z: 8,499,000 or ISZ 

5-lOZ 8,250,000 or 15Z 

> lOZ 38.573.000 or 70Z 
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TECHNICAL APPOIDIX 



PrelindxMry and Partial Internal lorklng Draft: 
Analysis of Fixed Interest Rate Mortgage InstruMota* 



by 



Al Field 
Henry J. Cassldy 



Office of EconoBlc Research 
Federal Hone Loan Bank Board 



March 1977 



This draft Is being developed as part of the Alternative Mortgage 
Instruments Research Study (AMIRS) 
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Analysis of Fixed Interest Rate Mortgage Imjtnunenia 

Ibrtgage Instruments can be divided Into two broad categories 
based on whether they use a fixed or variable Interest rate. The 
rate we refer to Is the debit rate, the rate at which Interest changes 
are computed, which Is not necessarily the same rate used for computing 
the periodic payments. Besides the standard fixed payment mortgage 
Instrument (SFFIf), the major types of fixed rate Instruments are the 
graduated payment mortgages (OPIls) and deferred Interest mortgages 
(DIMs). GFMs and DBIa represent alternative ways of reducing Initial 
payments below those required by a standard Instrument with the same 
debit rate. Lowering the Initial payments necessarily requires higher 
payments at some later date. 

For (fPMs, the periodic payment increases at a predetermined 
rate (the graduation rate) over a particular portion of the life of 
the loan. The Initial payment falls as either graduation rate or 
the number of years that payment graduations are In effect increases. 
Trj Illustrate the effect of these parameters we have plotted the 
payment stream and outstanding principal for three GPMs and compared 
them to a .SFPM. Each is computed at a 9 percent debit (contract) 
rate over 30 years for a 30,000 dollar loan. 
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In Charts 1 and 2 we have used a (ffll with a 4i percent graduation 
rate for all 30 years. The first year's payments are more than 
1,000 dollars less than those of the standard Instrument; however, 
if the mortgage Is held for the entire 30 years « the final payments 
are over twice as high. Although this appears to be a drastic Increase » 
the payments would be stable In terms of purchasing power If Inflation 
averaged 4i percent over the period. People renting during such 
a period would expect similar rent Increases. The more serious 
drawback to letting the graduation period extend over the full life 
of tlie loan la shown In Chart 2. The payments during the first part 
of the loan are Insufficient to cover the Interest changes and the 
outstanding balance Increases to almost 38,000 dollars and does not 
fall below the original 30,000 dollar loan amount until the twenty- 
third year. Although real indebtedness will fall, assuming even 
moderate rates of inflation, borrowers and lenders are familiar only 
with declining balance loans and might be reluctant to enter Into 
such substantially different contracts. 

Reducing the period for which the graduation rate Is In effect 
can substantially reduce the amount of negative amortization and 
still retain roost of the benefits of reducing the Initial payment. 



The 30-year GPM is sometimes referred to as the standard 
GPM. 
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Chart 1 
Standard Qraduated PayoMit Mortgage (QPIB) - Paarvoit Streaa 

« « OPIls (30.year, Aht) Annual Paynent 
♦ • SFPM Annual Pajnaent 



6741.50 
648S.68 
6229.86 
5974.05 
5718*23 
5462.41 
5206.60 
4950.78 
4694.96 
4439.15 
4183.33 
3927.51 
3671.70 
3415.88 
3160.06 
2904.25 
2648.43 
2392.61 
2136.80 
1880.98 
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Chart 2 
Standard Qraduated VtyuKnt llDrt<ag« (QFMB) - Out«t«)dliig Prlnelpal 

• « OFMS (30-yMr, Akt) Aimual P«3FMnt 

♦ ■ srPM Principal at Bad of Yaar 



3-^979.61 

35980.66 

33981.76 

31982.83 

29983.90 

27984.98 

2!5986.0S 

23987.12 

21988.20 

19989.27 

17990.34 

15991.42 

13992.49 

11993.57 

9994.64 

7995.71 

5996.79 

3997.86 

1998.93 

0.01 
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In Charts ) and 4 we have plotted the payment streams and outstanding 
principal for two OFUs, the first using a 3 peroent graduation rate 
for the first 10 years and the seoond using a 7i percent graduation 

rate for the first five years, and again coopered them to a standard 

2 
instrument with the same debit rate of 9 percent. The Initial payment 

reductions remain substantial: over 800 dollars for the 10-year 

graduction period and about 500 dollars for the 5-year period. 

Although negative amortization occurs In both oases, it is much lower 

than in the 30-year example: the maximum balances are 31,243 and 30«933 

dollars for the 5-year and 10-year graduation periods, respectively. 

There is still more risk than on the standard Instrument, but the 

problem seems to be manageable, as we discuss in a later section. 

Deferred interest mortgages have the same intention as the 

CiPMs, but instead of using a payment graduation rate, they use a 

lower rate to confute payments than that used to compute Interest 

charges over the first part of the loan, usually five years. Thus 

if the initial payment rate is 7 percent, payments during the first 

five years will be the same as those on a 30-year, 7 percent mortgage i 

after five years payments will Increase substantially to make up for 



2 
Also known as the modified OFM or HUD-FHA OBI. The graduation 

rates and terms used are two of the five authorieed by HUD in its 

experimental GPU plan. Interest charges are oonputed on an annual 

basis and are slightly higher than if computed on a monthly basis. 
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Ctmrt 3 

Ifodlflad Graduated Pay^nt llortgaga (QBM) - Pajnawit Straaa 

«. « GFlil (10-year, 3$) Aaaml Paynent 
* « QPiai (9-year, 7il) Annual Payimt 
. « SFPy Annual Paynsnt 



3280.18 
3222.72 
3165.25 
3107,79 
3050.33 
2992.86 
2935.40 
2877.94 
2820.47 
2763.01 
2705.55 
2648.08 
2590.62 
2533.16 
2475.69 
2418.23 
2360.77 
2303.30 
2245.84 
2188.38 
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Chart 4 

llDdlfled Qraduatad Payant Mortcaga (OFIIf) - Outstandii« Prlneipal 

» « CPm (10-yaar, Jt) Prlneipal at End of Yaar 
* « GFMf (9-year, 7i<) Prlneipal at End of Year 
. ■ SfPM Principal at End of Year 
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the lower Initial payments. 

In Charts 3 and 6 we have again plotted the paynent streams and 
outstanding balanoes for two types of deferred Interest mortgages » 
comparing them with a SFFM. All instruments use a 9 percent debit 
rate and a 30-year term. The first deferred interest loan usss a 
7 percent payment rate for the first five years | the second uses an 
initial payment rate of 8.1 percent , selected so that the first 
five years' payments exactly cover the interest charges.^ As Chart 
^ shows, using the 7 percent payment rate yields a substantial 
(500 dollar) reduction in the initial payment and the interest-only 
loan a smaller reduction of about 200 dollars. Ifoderate amounts of 
negative amortization occur in the first loan and no amortization 
occurs for the second. The particular drawback in these instruments 
occurs when payments convert to a fully-amortized basis in the sixth 
year; the Increases shown in Chart 5 are over 800 and 300 dollars 
for the two types of locms, respectively. Even though the increases 
are known at the time the loan is made, events out of the control of 
the borrower may cause substantial difficulties in meeting the 
increased pa^nnents. Although the increase is not of an unmanageable 



The interest-only loan is comnonly referred to as two-step 
GPM or the flexible payment mortgage. See Henry J. Cassldy and 
Josephine M. UcElhone, "The Flexible Payment llortgage,'' Federal 
Home Loan Bank Board Journal, August 1974* pp. 7-11. 
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Chart 5 

Deferred Intereat (DIM) and Two-Stap (OPIC) Ifertgagaa - Paynant Straaa 

» ■ Dm (5-year, 7%) Annual Payment 
* « (SFM2 (5-year) Annual Payaant 
. « SFPIf Annual Payaant 
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2417. 
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Chirt 6 

Deferred Interest (DUI) and Two-Step ((ffIC) llortgagM - Outatapdlng Prlneipsl 

« « DIM (9-year, 7%) Annual Pa^nMnt 

* « QFIC (9-year) Prlnolpal at End of Year 

. « SFFM Principal at End of Year 



31690.13 

30022.23 

28354.33 

26686.43 

25018.32 

23350.62 

21682.72 

20014.82 

18346.92 

16679.02 

15011.12 

13343.22 

11675.31 

10007.41 

8339.51 

6671.61 

5003.71 

3335.81 

1667.91 

0.01 
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size, a 5-year GFM seems to provide similar benefits and Its smoothly 
Increasing payments avoid this potential problem. 

In general, It appears that the 5-year and 10-year graduation 
period GPMb are somewhat more practical at the current time than the 
30-year GPU or the deferred Interest loans. In addition, they are 
currently being tested by HDD and are the subject of current 
legislation to extend the experimental program. For this reason we 
will concentrate on these types of (fflfe for the remainder of the 
analysis. It Is unlikely that the omission of the other Instruments 
will have any effect on our conclusions. 

Payment Pattern 

The Initial payment reduction Is the primary benefit of QFUb. 
In Chart 7 we have plotted the Initial payment reductions of three 
GPMs relative to a standard Instrument. The contract rate Is again 
9 percent, and the term 30 years (the mortgage amount does not 
affect the slopes). The chart clearly shows the dramatic effect 
of Increasing the graduation period; however, It also demonstrates 
that substantial reductions can be achieved by using only a 5-year 
graduation period. 



4 
This difficulty is substantially reduced If the deferred 

interest is subsidized or insured by the govexruoent; however It 

woulil be impractical to compare it with other Instruments unless 

they had similar features. 
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Chart 7 
raw Initial Payment Re<luctlon 



30-year Graduation 



10-year Graduation 




^-year Graduation 



Graduation Rate (Percent) 



Digitized by 



Google 



261 



Efitlmatlz^ the potential Impact of the Initial payment an 
housing demand la difficult, since a number very tentative assumptlona 
must be made, a 9% standard mortgage of 30,000 dollars requires 
annual payments of 2,920 dollars. Using a 10-year, 3 percent (fflf 
reduces the Initial payment to 2,dt2B dollars. If we limit annual 
housing expenses to 30 percent of income, the decrease of 512 dollars 
in the initial mortgage payment is equivalent to a 1,700 dollar 
Increase in income in terns of mortgage*carrying capability. 

There are several ways we can analyze this increase. Including 
taxes. Insurance, heat and utilities in housing expense and applying 
the 30 percent ratio, the income requirement would be reduced from 
15,230 dollars to 13»$30 dollars. This would increase the nun(ber 
of families eligible for that size of mortgage. Alternatively, a 
family with an Income of 13»$30 dollars would be able to obtain that 
mortgage almost 2i years earlier, assuming its income grows at a 
Ai percent annual rate. 

A third way is to compute how much more expensive a house a 
family would be able to purchase. Letting mortgage principal and 



5 
This is the definition of housing expense used in the PHA 
Section 203b program. The values of income, mortgage tenns and houaing 
expenses \ised here approximate the averages on new homes loan insured 
during the fourth quarter of 1975. The 30 percent ratio of housing 
expenses to income is halfway between the average of 25 percent and 
the maximum of 35 percent. Data are published in PHA Trends of Hone 
Uortgage Characteristics . 
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interest payments equal 9/8 of total housing expenses , the additional 
annual mortgage paymant would he 322 dollars, A QPIf payment of 
2,730 dollars oorresponds to a 34,CXX) dollar mortgage, and a 90 
percent loan- to- value ratio allows purchase of a 37,779 dollar 
house - an increase of ahout 4f900 dollars in the price of the home 
purchased. The household, of course, would need an additional ^90 
dollars in dowiQ)ayment to bold the loan- to- value ratio constant. 

There is no reason to helieve, however, that increases of these 
magnitudes will he realized. For ezaiq>le, some households might 
not alter the size or timing of home purchase hut plan to spend more 
on maintenance and loprovements during the early years of the loen, 
or Just more on other goods more Inportant to them at that point 
in their life cycles. The realization of the maximum increases 
in housing expenditures requires that homehuyers view a payment 
decrease as helng equivalent to an income increase and that the 
higher future payments do not dampen their demand for houseing. This 
result might be based on rising income expectations that could not 
be taken into account by standard lending practices. It also 
requires that these slower-amortizing mortgages will be offered 
on the same terms (contract rate, dui*atlon, fees, loan- to- value 
ratio, etc. ) or that buyers are not sensitive to the adjustments 
that take place. We will evaluate these qualifications on a more 
aggregated basis in the concluding section. 
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Tbe Increasing nominal |>ayment8 of these Inatruiuents Introduoea 
additional risk, even In the presence of an inflation that affects 
all prices eqiially. In contracting for payment Increases of 7i 
percent for the first f> years, for example, the household Is 
assuming its income will rise by at least that much or that it 
i^an afford to spend a rising proportion of its income on housing, 
[t will experience dislocations of its planned purcliaalng pattern 
to the extent that thone expectations are not realized. In the 
next two charts, numbers 8 and 9, we have plotted the peyment-to- 
income ratios for three different Income growth scenarios, first 
fi>r the l(>-year, 30 percent GPM, and then for the 5-year, 7i 
percent OPM. Initial Income is 15,000 dollars; in the first 
scenario, It grows at an average rate of 4i percent annually. We 
use thlu as oiu* normal or "expected" scenarios, reflecting modest 
«H>wth without major economic disturbances. The resulting "expected" 
payment- to- Incomo ratio Is the middle line in each chart; it begins 
Ht about If) percent and rises only slightly during the first 5 
years of the 7i percent 0PM and then falls throughout the rest 
of the 30 years. A high rate of inflation, assuming it was unexpected 
and not reflected In ttie Initial rate, is a benefit to the borrower 
in this context; the ratio falls rapidly throughout the period. 
We used a 7 percei\t income growt.h rate in the latter case; if instead 
income grows at only 2 percent, substantially larger amounts of 
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CbAX^ 6 



Qra4u«t«d Ptyatnt Ibrtfftct (lO-yMU*. 7%) 
Ptyatnt to Inooa* Ratios 



InooM Qrcmth Rato - i,k% 
IneoiM Qrovtb Rato - 7% 
Ixusoat Growth Rata ■ 2% 
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atmrt 9 
QrtduAtttd Hjmuit Mortgage (9-yMr. 7|l) 



* - Inooat Orovth Rat* ■ M 
*■ - Ineoat Qrofvth Rate « 7% 
. - Inooae Grovth Rate - 2% 
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rirchasln^ power imiat be devoted to Bort^ge payBcnts. In the 
'i-year 0PM, the ratio Juhfs quickly up to 19* percent and never 
fallfl below Hi percent. The 10-ye«r GBf produces a Mailer Initial 
Hae tut also does not fall aa far. 

I r we had plotted the 0PM with a >0-year graduation here, the 
reaulta would be even nore severe. This was the aajor cocieem in 
our decision not to extensively analyse it. Similarly, the 
unsubsldlzed deferred Interest loan could cause major problsae 
when the Jump In payments coincides with a substantial decline in 
IncoBRe growth. 

Yield 

Yield considerations require somewhat less attention for 
these Instrumerts, not because they are unimportant, but because 
the yield characteristics of GB.1s are very similar to those of 
the standard Instrument. In the absence of fees and prepayment 
penalties their yields are identical to the standard instrument 
regardless of the prepayment date. If initial fees are charged 
and amortized over the life of the loan, the yield for a prepaid 
GPM will be up to 1 or 2 basis points higher than on a standard 
Instrument. If prepayment penalties are coniiuted aa a fraction of 
the oustanding balance, then prepayment penalties will be slightly 
higher for the GPM. Although there could be a difference of a 
couple hundred dollars In the actual penalty, the amount is 



Digitized by 



Google 



267 



Insignficant w^ien spread over the life of the loan. 

A lender dealing exclusively In QFIte would be able to make 
fewer numbers of loans than one with the same dollar volume of 
standard loans , since GHIs have a higher average outstanding balance • 
Similarly If he had switched to GFMs all at once, he would have 
much lower cash flows In the early years. The effect of Introducing 
GBfe, however, would be very small since they could be phased In 
only gradually and are not expected to supplant, or even dominate » 
other Instruments. 

Although the discounted present value of the payments Is 
Identical for each Instrument with the same fixed debit rate, 
deferring payments Into the future will produce higher average 
payments. As was mentioned before, borrowers may not be Indifferent 
to these higher future payments. Just as we did with the Initial 
payments, in Chart 10 we have plotted the average payments for three 
types of GBIs relative to the average payment on a standard 
instrument. The terms are 9 percent for 30 years on each loan. 
It is obvious why high graduation rates and long graduation periods 
are generally viewed as being unacceptable. There are definite 
limits on the extent to i^lch we are willing to trade future 
for current consumption. 

Inflation has an pronounced Impact on the average real 
cost of these instruments. In Chart 11 we have plotted the 



Digitized by 



Google 



268 

Chart 10 
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Chart 11 
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percentage difference In average real GPIf p ay e nt a and paj ae nt a 
on the standard Inatruvent. At 1cm rataa of Inflation, tbe preTlou^ 
conclualcn holda, but aa the rate of Inflation Ineraaaea orer 6 
percent the GPUb coat laaa In average real tanv. At higher rataa, 
the average real cost on the 10-year GPU falla belov that of the 
^-year, since It defers paynents Bore. 

These relationships becone pervaraa at very high and very 
low* Including negative, rates of Inflation because In setting the 
contract rate at 9 percent we have Inpllcltly aasuned that Inflation 
would average in the neic^hborhood of 4 to 6 percent. If higher 
Inflation was expected i tbe contract rate would be higher and the 
reversal would occur at much hififher rates. Nevertheless, GFlis 
become much more attractive when we take inflation into account, 
either using average payment measures or payment- to- income ratios. 

Risk 

Risk considerations for QFMb are largely those of default 
risk. Interest rate risk is a less Important subject since (ffMs 
are virtually identical to the standard instrument. It should be 
stressed, however, that for CPUs and all other fixed rate instruments, 
borrowers still are subject to interest rate risk. There is always 
an opportunity cost (or gain) of paying the contract rate as opposed 
to the current market rate. Over the last decade, rising interest 
rates have kept market rates above average rates on existing contracts. 
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However, borrowers who obtained mortgages In 1974 and 197$ at rates 
sometimes above 10 percent woiild be currently better off with a 
variable rate Instrument. 

Borrowers face interest rate risk directly irtien they move 
and have to refinance. A fixed rate contract allows them some 
latitude in timing their move to coincide with a period of moderate 
or falling interest rates. However » many borrowers, particularly 
young families, have limited flexibility in this regard because 
their moves are conneeted with employment transfers. For them there 
Is a distinct possibility that the "luck of the draw" will cause 
their moves to coincide with cyclical peaks in interest rates • In 
Chart 12 we have plotted the effective interest rate on conventionally 
financial existing homes from 1967 to 1976, Those who purchased 
a mortgage in 1%7 c^r 1972 hav% benefitted from fixed rates whereas, 
those i^o purchased in 1970 or 197$ may have suffered because of 
them. 

It is difficult to estimate default risk for QFMs because 
we have no historical experience with loans that may have negative 
amortization. Other things being equal, however, we assume CEPUs 
are more risky because of the additional variation in the payment 
stream and the higher outstanding balance. 

The effect of the additional variation in payments on default 
depends In part on how borrowers adjust their housing purchases using 
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a r,PM. £f they uee It to In^jreaee their reel housing expendlturee 
by buying more expensive hones and buying them earlier, default rieY 
will be higher. On the other hand. If they uae It at least partly 
to avoid being "house poor" during the early years of the contract, 
default risk will be reduced. We previously discussed the effect of 
unexpected variations In Income on the payment to Income ratio j 
It was largely upon that basis that we concluded the 30-year graduation 
period OPI^ and the deferred Interest loans are somewhat less desirable 
than the ^-year and 10*year versions. Although lower Initial paymant- 
to-lncome ratios might be required, these QFMb would quickly defeat the 
original purpose of the Instrument. 

In Charts 13 and 14 we have plotted the loan-to-property 
value ratios under several property value appreciation scenarios for 
the 5-year and 10-year OPMa. The value appreciation rates are 2, 4i» 
and 7 percent; the 4i percent rate again represents a normal or 
expected scenario. Each loan Is assumed to have 10 percent down. 
Even under the 7i percent GPM, a 2 percent annual Increase In 
property value Is adequate to prevent the loan balance from exceeding 
the property value. For the lower growth rate however, the borrower's 
rate of equity accumulation Is much slower. If low rates of 
property appreciation coincide with low rates of Income growth, 
as would occur from a balanced decline In the rate of Inflation, 
default risk would be even higher In the critical first five years. 
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Chart U 
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AJ though we have no quantitative measures of OPM default 

6 

probabilities, we believe it is certainly in an acceptable range. 

Proper design of the instruments to be made available should make 
them attractive to both borrowers and lenders. The loan-to-property 
value ratio is the key parameter to be dealt with. Current 
underwriting practice for the standard instrument explicitly oonsidera 
only current income and the initial loan-to-valua ratio. Ome intettlon 
of introducing AMIs has been to allow for consideration of futtire 
income. If the same consideration is made of future property valuea, 
then GFMs may be much less risky then their critics contend. 

There are several ways of limiting default risk on QFUs that 
we might consider. One is to use only those graduation rates and 
graduation periods that do not result in negative amortization. 



6 

Follain and Struyk, using simulated current loan-to-property- 
value ratios have estimated the following default rates over a 
hypothetical 10-:/ear period. (Figures in percent of loans originated*) 





95 Percent Loan 
5 years 10 years 


90 Peroeni 
5 years 


: Loan 
10 years 


Standaril 
Instrument 


1.96 


2.16 


1.13 


1.31 


Graduated 
Payment 


3.18 


3.42 


1.^9 


1,70 



See Jamea Follain and Raymond Struyk, "Homeownership Effects of 
Alternative Mortgage Instruments," Working Paper 802-13f 
Washington, D.C.: The Urban Institute, February 1977. 
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Although this would certainly reduoe default risk, It would also 
virtually nullify GFIb as a significant Improvenent In the choloes 
available to borrowers and lenders. Federal savings and loan 
associations are already authorised to nake loans for whloh the 
first five years' payments cover only acououlated Interest. For 
loans In the 9 percent, 30-year range, the initial payments on the 
standard Instrument are largely devoted to Interest, and only very 
small further reductions woiad be achieved by CffUs. They would became 
more effective at lower interest rates and shorter terms, but their 
usefulness should not be so dependent on favorable economic conditions. 

A second way is to require an additional dowi^Miyment such that 
the loan balance does not exceed the original value of the property. 
This is much less restrictive and is essentially what HUD has 
done In requiring small additional downpayments on their experimental 
GPM program. The initial loan- to- value ratio for the plan with 
the most negative amortization, the ^-year 7i percent OBI, was 
reduced from 97 to 93.$ percent for 2^,000 dollar houses and from 
92 to 66 percent for ^^$,000 dollar houses. Higher graduation rates 
or longer graduation periods would increase the downpa^ent such that 
It might lessen the desirability of the Instrument. However, borrowers 
are unlikely to select instruments with much higher rates or longer 
periods because of the rapid rise in the total cost of the loan. 



Digitized by 



Google 



278 



Finally, the mlnlinion downpayment can be set siich that the 
outstanding balance does not exceed the expected property value 
at any point during the life of the loan. Althou^ thla probably 
would not make substantial differences In Initial paynents or required 
downpaynents over the second method, It would represent a shift In 
explicit underwriting standards. One effect might be In basing mortgage 
Insurance premiums on expected property appreciation and revising 
them periodically on the basis of realised appreciation. Such 
practice is connon for other forms of insurance and la Justifiable 
on the grounds of economic efficiency. However, It does raise equity 
considerations and probably woidd not be acceptable for federally 
administrated programs. After having time to evaluate the HUD 
experimental programs, however, private Insurers may prefer such an 
arrangement. Such considerations will also be more Important If 
llne-of-credl t provisions are to be added to mortgage Instruments. 

Robustness 

The HUD experimental GFMs are being offered at the same contract 
rate as other mortgages under the Section 203 program. However i there 
is some reason to believe they will ultimately carry a higher oontraot 
rate or require higher initial fees either as a result of experience 
or in the absence of FHA Insurance in the conventional market. If 
they are to be viable In a broader market, It Is necessary that they 
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retain their desirable characteristics In the presence of prioe 
adjustments. As we discussed under yield, Initial fees affect the 
GPM yield In almost the same magnitude as the yield on the standard 
Instrument. Inoreaslng the fees on the 10-year, 3 percent OBI 
from 3 to 4 percent, for Instance, increases the yield (cost) from 
9.7B to 10.04 percent for prepayment after 5 years and from 9.47 
to 9.63 percent after 10 years. Increasing the contract rate on the 
same Instnunent from ^ to 91 percent on a 30,000 dollar mortgage 
raises i i:e first gear's payments by a total of 100 dollars tut still 
leaves them 400 dollars below a standard instrument al 9 percent. 
To be brief, they do retain most of their benefit under ^infavorable 
prir-liig essuinptlons. 
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Senator Brooke. Thank you, sir. I just want to say that the bill does 
provide that it be available only for a first purchase, and I am seri- 
ously considering a limitation on the income of the family that would 
be eligible for an IHA. 

I'd say if Ken Rosen is the supreme pessimist, you're the supreme 
optimist about the future. I'd like to believe you're right. A^ you 
know, the inflation rate for the last 5 years has been around 7 percent 
and we just don't have much encouragement about what's goin^ to 
happen. We're going to have at least a 3-percent inflation rate, I think 
most economists agree. You economists are almost like politicians. 
You can come out either way you want to on any issue, but certainly 
on this one you and Dr. Rosen see it differently. 

Dr. Shalala, it has been suggested in Administration testimony that 
it may be more efficient to provide FHA insured low downpayment 
loans to young households rather than to encourage them to save the 
downpayment through an IHA. Now it is my understanding from an 
academic study by Professor George VcmFurstenberg, that the risk 
of default rises two or three times as we move from a 10-percent to a 
5-percent downpayment loan. 

Do your studies agree with this assessment and is that not a matter 
of concern to the Department of Housing and Urban Development? 

Dr. Shalala. I don't personally know the answer to that question. 
Could I refer the question to Dr. Robert Buckley from the Depart- 
ment? 

Senator Brooke. Yes. Dr. Buckley. 

Dr. Buckley. I think basically that we agree with Mr. VonFursten- 
berg's findings. However, I think the VonFurstenberg findings refer 
to tne sixties. Second, I don't know if the model is completely speci- 
fied. I don't want to comment in detail on VonFurstenberg's work, but 
I don't think the magnitude you're talking about would be experi- 
enced. In addition, I think the point that Don made about the rela- 
tively low downpayment requirements that we are experiencing with 
first-time home buyers is the essential point here. 

I think there isn't the need to build up a downpayment for first- 
time home buyers if they are, in fact, already making downpayments 
substantially less than this median ran^. 

Senator Brooke. Would you agree with that. Dr. Kaplan ? 

Dr. Kaplan. Yes, Senator. I would add to what Mr. Buckley has 
said that it's important to realize that it's not just the higher loan to 
value ratio, or the lower downpayment, that directly translates into 
the default experience. There are other things operating and, in par- 
ticular, the income experience of the borrower and the property price 
appreciation of the property is very relevant. If you have a property, 
for example, that has appreciated substantially, it's very unlikely that 
a borrower would readily accept a default situation. So I think that 
the VonFurstenberg analysis needs to be looked at very carefully be- 
fore you extrapolate from that to the GPM experience. 

Dr. Buckley. That was my point. His analysis was prior to the 
inflation that we have been experiencing. 

Senator Brooke. Dr. Shalala, at the present time the Congress has 
before it an administration request for a $1 billion appropriation to 
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cover losses in FHA insurance funds. My information indicates that 
the primary losses incurred in the case of single-family homes in- 
volved purchases of homes insured under section 221(d) (2) and sec- 
tion 223(f) of the National Housing Act, which require the lowest 
downpayments of any FHA programs. 

I would suggest that you review your experiences under these low 
downpayment programs in considering programs for reducing the 
equity that a family has in its home. Both the chairman and I are 
reluctant to appropriate this $1 billion requested by HUD for what 
must be regarded as a failure of Federal programs ; but beyond money 
is the tragedy faced by each family unable to keep its own home. I'm 
extremely reluctant to place first-time home buyers in the position 
where they are likely to experience the frustration and humiliation of 
a foreclosure. 

So I ask you to do that if you will. 

Dr. Shalala. We will, Senator. 

[The following was submitted for the record :] 

There are several key differences between the Section 245 GPM program and 
Sections 221(d)(2) and 228(e) programs that have a critical impact on the 
risks involved. 

The Section 221 (d (2) program was designed to assist in the financing of 
homes for low- and moderate-income families, although it contained no 
provision for assisting families for meeting the monthly payments. The statute 
permitted home bnyers to purchase homes under this Section with as little as 
$200 in downpayment — in effect, less than necessary to cover closing costs. In 
addition, the maximum loan amounts provided in the statute were very low, 
relegating the program to only the low priced, high risk segment of the 
market. This program was used extensively in a number of high risk urban 
areas, most notably among those was Detroit. The Section 223(e) program does 
not provide for lower downpayments, however, it was used extensively in 
combination with the Section 221(d) (2) program that does. The Section 223(e) 
program does not provide the basic insuring authority, but is utilized under 
insuring authority provided under other Sections of Title II of the National 
Housing Act. Section 223(e) authorizes the insurance of mortgages on properties 
in older, declining urban areas under certain circumstances and assigns the 
obligation to the Special Risk Insurance Fund. 

In contrast to these two programs, the Section 245 GPM program is being 
implemented under the Section 203(b) insuring authority, which has proven 
to be a sound insurance program. All of the underwriting criteria required 
under Section 203(b) will apply to the GPM program as well. Further, we do 
not intend to utilize this program in areas which would require the use of 
Section 223(e). We intend to require downpayments by borrowers at least 
equivalent to those required under Section 2(^(b). The intent of the proposed 
amendment to Section 245 is to reduce the additional downpayment currently 
required under the program, which is necessary to accommodate the negative 
amortization involved in the GPM program, to, or slightly above, the amount 
that would have been required under Section 203(b) while assuring that the 
borrower always has at least a 3 percent equity In his home. 

The likeUhood of the Department needing funding to cover losses under this 
program is remote, since these loans are being insured under the Mututal 
Mortgage Insurance Fund which currently has reserves of almost $2 bilUon. 

Senator Brooke. Dr. Woodworth, in your testimony you stated that 
the cost of the IHA in the first year is likely to be $6 billion. 

Dr. Woodworth. I think I added "could be" $6 billion. 

Senator Brooke. I think you did. Your statement said "would be" 
and then I think you did interpolate "could be." 

Dr. Woodworth. Right. 
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Senator Brooke. Witnesses have testified that a taxpayer in the 
25-percent tax bracket, saving the maximum of $2^00 will cost the 
Treasury $625 per household participating. Thus, your $6 billion first- 
vear figure — and I think you said it would then decrease to $5 billion 
oy the second year and remain at that level — implies that nearly 10 
million households would participate in the first year of the IHA. 

Now the maximum that I have heard suggested was 2 million 
households participating in the first year. I'd 1^ interested in know- 
ing how you actually arrived at that 10 million participating house- 
hcuds and that $6 biluon. 

Dr. WooDWORTH. Well, according to HUD estimates, there are 5 to 
6 million houses purchased each year, 2 million of them by persons or 
families that have not bought homes previously. It's likely that there 
will be a saving period before they acquire the house. In other words, 
not only do you have the 2 million that are acquiring homes in that 
year, but you have other families that are saving to buy homes on 
down through a period of perhaps 10 years on out sSiead. 

We, therefore, estimate that you may get as many as 12 million 
taxpayers that will set up these types oif accoimts. The principal dif- 
ference in the estimates is due to the assumption as to how many 
would set up the accounts. We believe that it's not just the number of 
people that will be buying houses in any year that will set up accoimts, 
out also the large group of people that contemplate buying houses for 
a period of years on out ahead. 

Senator Brooke. What's the basis of 10 million? That seems ex- 
treme to me under any circumstances, even if those that are con- 
templating buying a home are included in your estimates. What 
yardstick did you use to arrive at 10 million families? I just can't 
understand that. These are only first home buyers as you know. 

Dr. WooDwoRTH. Yes, I'm aware of that. That's all I'm trying to 
take into accoimt here. 

Senator Brooke. And you only have 22 million renters at the pres- 
ent time. That's almost half of the renters. 

Dr. WooDWORTH. Well, even if that's true 

Senator Brooke. And we know about 25 percent of the people are 
renters p robably would not buy homes under any circumstances. 

Dr. Woodworth. Well, the only thing I can say in that regard is 
that we anticipate that a very large volume of renters would set up 
aooounta of this type although I don't believe that anyone can estab- 
lish the exact number — when you don't have experience with some- 
thing of this type, it's a very difficult area in which to make estimates 
one way or the other. I certainly am not insisting that I'm sure of that 
estimate, but on the other hand, I think it could well be as large as 
$6 billion or $6 billion. 

Senator Brooke. You could have come out with 20 million people 
that could do it. I mean 

Dr. Shalaiji. Senator, could I have Dr. Buckley take a cut at try- 
ing to explain what numbers we have been looking at ? It is a techni- 
cal argument, but we feel it is important. 

Senator Brooke. Do you come out at that figure of 10 million 
people as well. Dr. Buckley, and if so, I'd like to see the data. 
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Dr. Buckley. Dr. Rosen and I discussed this last night on the 
phone. I'd like to list a couple factors that 

Senator Brooke. I'm sorry. We will take a short recess. 

[Recess] 

The Chairman. I want to be sure I understand the administration's 
position on this legislation as clearly as I can. I realize it's difficult to 
take a position, especially in the very brief time, Dr. Shalala, you 
have had a chance to be in the Department — or not even officially in 
it — ^but I take it that the Treasury is speaking for the administration 
in opposing the title that contains the individual housing account. Is 
that correct? 

Dr. WooDwoRTH. That's correct. It's been cleared through 0MB. 

The Chairman. So the administration's official position is against 
that particular section of the bill ? 

Dr. WooDwoRTH. That's correct. 

The Chairman. Do you take any position on the rest of the bill ? 

Dr. WoODWORTH. No. 

The Chairman. Now, Dr. Shalala, can you take a position as of this 
time ? Your statement was a little unclear as to how you come down on 
either part of this. I take it that you would be guided by the Office of 
Management and Budget in any event on the individual housing 
account. Is that correct ? 

Dr. Shalala. Yes. It is my understanding, though, that we are in 
favor of the removal of the 1 percent and of the preemption of State 
laws section. 

The Chairman. OK. As I indicated, Mr. Woodworth, I thought 
your statement was a most remarkable statement and I'd like to ask 
you some questions about it. 

In the first place, you argiie that the highest benefit for this legisla- 
tion would be for those of higher incomes and your table demonstrates 
that. 

Dr. Woodworth. Yes, I believe that's correct. 

The Chairman. In the second place, you argue that the cost of the 
program would be about $6 billion in the first year and then some- 
thing like $5 billion in the years after that. 

Dr. Woodworth. Yes. Now that's very hard to prove, I must admit, 
as to the exact size of it, but that's based upon approximately 12 mil- 
lion taxpayers benefiting from the deductions or exclusions. 

The Chairman. Then you — well, as a matter of fact, it would seem 
to me that anybody who doesn't buy a house and is a taxpayer with 
any substantial amount of equity would take advantage of this. 

Dr. Woodworth. I can't understand why they wouldn't. They don't 
even have to have 

The Chairman. If you walk into H & R Block, the first question 
that should be asked is if you own a house, and if not, we've got some- 
thing for you here. 

Dr. Woodworth. Yes, and as I point out in the statement. Senator 
Proxmire, it's possible to do this even if you don't have the savings. 
You can go out and borrow the money and match the interest that you 
receive from the account to pay that interest and you get the tax 
deduction. 
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The Chairman. So you not only don't have to save, you don't have 
to shift the saving you have, but you can borrow money, and as you 
point out, you can take advantage of this. 

Dr. WooDWORTH. You can get a deduction against your income tax 
for the amount you borrow while not having to include in income the 
interest payments in the account. So it's a very nice tax shelter and 
it's difficult to see why anyone who's financially well-off — in the mid- 
dle brackets or above — wouldn't take advantage of this unless they 
had already owned a home. 

The Chairman. Now you give the example of somebody who's re- 
tiring who could take advantage of this even though they are not 
buying a house. Let me suggest another alternative. Supposing you're 
not retiring. Supposing you're a person of considerable wealth and 
you decide to transfer your wealth after 3 or 4 more years into mu- 
nicipal bonds so you wouldn't be paying taxes — all of your wealth 
into that, and you're worth several million dollars. 

Now if you should do that and know that your tax liability would 
be otherwise zero, then you could take advantage of this housing ac- 
count, even though you're not retiring, by just shifting your wealth 
in that particular way. 

Dr. WooDwoRTH. That's correct. I agree with you. It doesn't have 
to be just retirement that could offer such an advantage. You can 
maneuver your tax rate in various ways and certainly putting part of 
your income into municipals is one way to do it. There are many other 
ways; concentrating your deductions in one year, for example, is 
another possibility. 

The Chairman. Now supposing you want to make sure that you 
don't have to pay the 10 percent penalty and at the same time you 
don't really want to buy a house that you would own. Supposing you 
have an arrangement in which party A is selling to party B a house 
and you say, well, I'd like to buy a house but only for about 10 min- 
utes. Couldn't you move then into those circumstances and buy the 
house from party A, sell it to party B, and thereby avoid paying any 
penalty at all ? 

Dr. Woodworth. I don't believe there's anything in the bill that 
would prevent that. 

The Chairman. So this would look like a pretty cozy tax shelter. 
You say it requires lifetime recordkeeping by the taxpayer. 

Dr. Woodworth. Yes. The reason I say that is the following: 
as Senator Brooke said, they plan that you can have only one individ- 
ual housing account in a lifetime. Therefore there needs to be a record 
kept as to whether an individual has ever used this account or not 
previously; that's a very difficult kind of account to keep for tax 
purposes. 

It's against the party's own interest to keep that account, to keep a 
record of having previously purchased a house, so that the Internal 
Revenue Service is almost put in the position of proving a negative 
in that case and it's very difficult. 

The Chairman. You say that a new tax form would be required. 
Why is that? 

Dr. Woodworth. Well, it would be a new schedule. It would be a 
new schedule on the tax form because the computation of credit and 
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the carrying over of that item to determine how much had previously 
been taken. You can take the deduction up to $10,000, so that you 
would have to determine what the cumulative amount was. I haven't 
worked out the schedule, but clearly it would require an additional 
schedule with the return. 

The Chairman. What proportion of our taxpayers use the standard 
deduction roughly ? 

Dr. WooDwoRTH. It's about 69 percent, and if the bill before the 
Senate should be passed, it should be up to about 75 percent. 

The Chairman. Well, now, would you be able to use the standard 
deduction and take advantage of this tax break ? 

Dr. WooDWORTH. Yes; I'm told it is above the line, so that you 
could use it, yes. 

The Chairman. Dr. Kaplan, I want to commend you for the 
amount of basic research and analysis on home affordability con- 
tained in your testimony and the fine job the Home Loan Bank Board 
has done. I take it this is a very long study you have made, not an 
impulsive study you have made in the last few days or few weeks even. 

In view of the time constraints, we won't go into depth on most of 
this, but we will ask questions for the record and expect to invite you 
back for further hearings on this subject perhaps later this year. 

Dr. Kaplan, without taking a position against GPM 's, let me list 
for you some of the criticisms we've heard of it and ask you for your 
overall reaction. 

First : Reduced flow of mortgage credit, of course, from the lender's 
standpoint is a very serious problem. Second: Increased risk of de- 
faults because, of course, the plan assumes increasing borrower income 
that may not develop and the equity is reduced lower than it other- 
wise would be. Third : Greater lender selectivity among borrowers by 
income, family, type, and neighborhood means that you would select 
borrowers that had higher incomes by and large. Fourth, higher total 
costs: It's been estimated at 15 percent. Higher interest charge, 
according to the testimony of Mr. Smith who testified yesterday 
representing the saving and loans; higher origination fees; higher 
servicing fees; higher insurance premiums; higher downpayments; 
difficulty in resale in early years; more customer relations problems; 
and built-in inflation of interest rates. 

That's a kind of imposing list. Would you like to summarize for us 
the chief benefits which outweigh those liabilities? 

Dr. Kaplan. Yes, Senator, I will certainly try. I think the chief 
benefit overall is that the GPM is going to provide an increase in 
availability of mortgage credit for certain groups — I think that's the 
underlying premise that we're looking at. 

Let me now go through each of the specific points you raised. 

The Chairman. Before yuu do that, because I asked for the benefits 
primarily in answer to this question, the question then is, whether or 
not the groups that could take advantage of this are groups who 
would otherwise not be able to buy a house and whether the group 
under the circumstances would be a very large proportion of the 
population, sufficient to warrant all of the liabilities that Dr. Wood- 
worth and you have indicated? 
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Dr. Kaflax. Let me amplify on that, Senator. YesterdmT« in Dr. 
SmiiVs testimonj, he showed thiU ahhoogh thej hare jnst I believe, 
approximatelj 10 applications in process on the GPIL, sereral of 
tnose borrowers would otherwise hare not qualified on an inooone 
eligibility basis for a standard lerel payment mortgage. 

Kow, admittedly, that's just too 9mall an amount of eridenoe on 
which to form a judgment, but that's the kind of response that we 
would expect with this instrument. Certainly, however, we are going 
to have to wait until smne experience develops to be conclusive on it. 

In m^ testimony we have provided some tables that we have been 
developing as rart of our longer term research study that speaks to 
the demographic situation and what the numbers suggest is that, 
indeed, there are a sizable number of families that have experienced 
and we would expect to continue to experience the kind of inccxne in- 
creases that one would need to accommodate the lising payments 
schedule with the GPM. So we really do believe that the evidence at 
this point is that this instrument will provide more credit to a group 
that otherwise would not have been eligible to receive the credit. 

The Chaibmax. Secretary Shalala. in your statement you say that 
you hope private mortgage insurers will look to the expanded *FHA 
programs as a source of actuarial information. WiU FHA break 
in new ground for the conventional market as it has done in the past — 
well, does this mean you would oppose the GPM being expanded to 
conventional loans until the expanded FHA program has had time to 
compile a record? 

Dr. SiiAiJLLA. I'm sorry, Senator. I don't understand your question. 

The CiiAiRMAX. The question is whether you want to hold off on 
conventional and use FHA now? 

Dr. Buckley. As long as private insurers are willing to undertake 
this, we don't object. 

The CiiAiRMAK. So you would want to go right ahead with the 
conventional? 

Dr. Shalala. Yes; I did want to comment, Senator, on the earlier 
question on whether we have any information about the borrowers 
that are using GPM's. We have information which I understand has 
been provided to this committee. Homebuyers using GPM's are 
younger. They have lower average income than those that are using 
the 208(b) mortgages. So the fragmented information we do have 
indicates that it's a different kind of borrower that's using this instru- 
ment, but it's very tentative and we hope to have more information 
in a few months. 

The Chairmax. Very good. I note in Dr. Shalala's testimony 
it cites the current tax deductions for homeowners as amount- 
ing to $5 or $6 billion a year, whereas the testimony we will hear later 
from Mr. Mundel shows the figure is nearly $11 billion. 

You are perhaps the foremost tax expert in the United States, Dr. 
Woodworth. Could you enlighten us on what the actual cost is for the 
current deductions? 

Dr. Buckley. Our figure is just interest deductions, Senator. 

The Chairmak. OK, I see. 
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Dr. Shalala. Before Senator Brooke left we were going to go 
through the numbers and explain our projections. I don't know 
whether you want to wait until he comes back or not. 

Dr. WooDwoRTH. On the cost for the current deductions we would 
have to add up all of the tax expenditures. I don't have that record 
with me, but I can supply it. 

[Material supplied for the record :] 

Tax Expenditure Estimates — 1977 

Deductability of mortgage interest on owner-occupied homes $4.7 

Deductability of property taxes on owner-occupied homes 3*8 

Deferral of capital gain on home sales 9 

The Chairman. Both of you agree this would be roughly the equiv- 
alent, or close to it, of the benefit we get now from bein^ able to 
deduct our mortgage interest from income on income tax which is the 
major benefit for homeowners at the present time. 

Dr. WooDwoRTH. That is one of the main ones. You have, of course, 
the deduction of the property taxes on the home, which is another 
major item. And you also have the fact that the homeowner excludes 
from tax the value of the services provided by the home that he lives 
in. 

So there are a number of appreciable tax advantages. But I would 
certainly a^ree as to the size of this cost, that it is probably about the 
same as the interest deduction. 

The Chairman. Dr. Kaplan, FNMA has agreed to buy the experi- 
mental GPM's with a yield differential to compensate for their lower 
cash flow and higher risk. 

Does this mean conventional GPM's would likely carry a higher 
interest rate, too ? 

Dr. Kaplan. Yes, Senator, I believe it does. The discount that 
FNMA is anticipating using at this point in terms of creating a 
secondary mortgage market runs from 10 to 30 basis points, depend- 
ing on the specific GPM plan. 

There is a cash flow timing difference on these instruments, which 
is one of the points you read off on your list. But it is not a very 
significant difference in terms of the amoimt of mortgage credit 
available and the impact in that direction. 

The Chairman. Would it be significant if, for example, this thing 
really went in a big way, 60 or 70 percent of your mortgages were in 
this form ? Would that have a significant adverse cash flow effect on 
an S & L, for instance ? 

Dr. Kaplan. I don't believe so. Senator. We will develop some num- 
bers for you on this. But based on a preliminary look, it would appear 
to us that the cash flow effect of the lower payments in the early 
years is not as large as I think some of the witnesses yesterday 
suggested. 

In fact, I think on each of the points that you listed, the challenges 
to the instrument can be shown not to be that substantial. 

The Chairman. What do you think of the secondary marketability 
of the GPM? 
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Dr. Kaplan. I think that as long as it is developed as a uniform 
instrument, and certainly if the private mortgage insurance com- 
panies are interested in providing coverage for this, a secondary mar- 
ket can develop and will embrace this instrument. 

The caution I would stress is that we don't know yet what kind of 
an insurance charge the private insurance companies are going to 
want to assess because we don't have any experience with GPA&. 

That is why we support the proposal in the bill, so that this instru- 
ment can be placed into the market and we can get some experience, 
which will provide a basis for the conventional market to follow suit. 

The Chairman. Secretary Shalala, in your statement you say that 
while this instrument would be designed m a way for people who are 
upwardly mobile, it wouldn't be confined to that, with an inflation tilt 
there might be a tendency for people who are not upwardly mobile 
also to be able to take advantage of it. 

In view of the uncertainty about future inflation and the fact that 
lenders will probably be reluctant to offer GPM's because of the cash 
flow problem, don't you think lenders will limit these loans to people 
who seem to be upwardly mobile, rather than the rank and file per- 
son, a blue collar, worker, for example, who is probably not going to 
have much increase in income as time goes on, at least increase in real 
income? 

Dr. Shalala. I just don't think we have the evidence yet. Senator. 
I don't think we can speak for the lenders yet on the subject. Frag- 
mentary evidence indicates that relatively lower income younger 
homeowners are getting an opportunity to use GPM's. So I would 
hesitate to say more than that. 

The Chairman. Unfortunately I have to run over to vote, and I 
will be back as fast as I can. Senator Brooke is back. 

Senator Brooke [presiding]. Dr. Wood worth, in your testimony 
you made two further assumptions in calculating the cost of the IHA, 
which I seriously question. 

First, you assume that every first-time home buyer will use the 
program to the full $2,500 a year. 

Dr. WooDwoRTH. Well, I would like to be clear on this. We do not 
think that all users will exhaust their lifetime maximum for contri- 
butions or that they will use the maximum deduction. But in estimat- 
ing the total cost, this fact is partially offset by the fact that you have 
the excludable interest, which is an offset in the other direction. 

Senator Brooke. I don't know to whom you all have been talking, 
but the people I have talked to have indicated that many families 
do not have enough income to save more than $1,000 per year. 

Why did you assume that every family who established an IHA 
would save $2,500 a year? 

Dr. WooDWORTH. As I point out in my statement, it is not necessary 
that you save this in order to take advantage of it. You can put exist- 
ing savings into an account of this type, just as well as new savings. 

And in addition, as I also pointed out in the statement, it is possible 
to gain the advantage of this oy the use of borrowed funds. 

So there are different ways of taking advantage of the deducticm. 
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Senator Brooke. That would apply also to the IRA as well as the 
IH A, wouldn't it ? You have tried to make some distinction between 
the two accounts. 

Dr. WooDwoRTH. Yes, in IRA it is possible to borrow. But there 
generally you can't take the money out of the account until you reach 
age 59 and a half. 

Senator Brooke. But you couldn't withdraw this money until you 
bought a home. 

Dr. WooDwoRTH. Well, that must occur within 10 years. Moreover, 
you can buy a home 1 day, and as Senator Proxmire pointed out, you 
can turn it over presumably the next day. So that presumably isn't 
too difficult a provision. 

Senator Brooke. Do you really think that a person would pay real 
estate agent commissions, at about 10 percent, lawyers closing costs, 
and other substantial prepavments and costs just for this benefit? 

Do you really think people will go through all this to get this little 
savings? Let's talk about reality now. 

Dr. WooDwoRTH. I certainly do believe it will happen. I have seen 
the way some individuals use tax shelters and I am convinced they 
won't have to pay real estate commissions in this case. 

Senator Brooke. Is IRA a tax shelter? 

Dr. WooDwoRTH. Yes. 

Senator Brooke. Have they used that the same way ? 

Dr. WooDwoRTH. Yes, to some extent. 

Senator Brooke. To what extent ? What have you done to change it ? 

Dr. WooDwoRTH. Well, it is still quite new, so that we are still 
experimenting with it in that regard. The problem with the 

Senator Brooke. I have heard no criticism of it. 

Dr. WooDwoRTH. The difference in IRA is the fact that you already 
have employee pension plans in which there is tax deferral, and the 
IRA and also the Keogh-type plans are designed to give equality to 
those who don't have that opportunity. 

So that the IRA really is a movement towards tax equity in the 
sense of giving individuals not covered by qualified pension plans an 
opportunity to get equal tax treatment. 

So that at least I view the IRA as an equalizing factor, rather than 
an unequalizing factor, which I think the individual housing account 
would be. 

Senator Brooke. Do you think the first -time buying of a home has 
any social merit at all ? 

Dr. WooDwoRTH. Of course it does. 

Senator Brooke. Don't you think this has as much social merit as 
an IRA has? 

Dr. WooDwoRTH. I think that the social merit of this can better be 
achieved through loan guarantees than through tax reductions. 

Senator Brooke. We have talked about the losses on loan guaran- 
tees, haven't we? It cost the taxpayers a lot of money. We also looked 
at tne shallow subsidies, which would cost the taxpayers even more 
money. 

Isn't this the least expensive manner in which we can realize that 
social merit? 
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Dr. WoODwann. No, dr. We believe it is much cheaper the other 
way. 

Senator Bbooke. Shallow subsidies! 

Dr. WooDWORTH. I am not saying necessarily shallow subsidies. 
We are saying that loan guarantees are a much cheaper way, even 
with substantial defaults, than a system of this type, which could 
rMuIt in a revenue loss of up to $5 or $6 billion. 

Senator Brooke. I am not going to accept that $5 or $6 billion, 
bewuse you haven't given any data to support it, and neither has 
HUD. lou said it could be up to $6 billion. Do yon have some data? 

Dr. Shalala. Yes. 

Senator Brooke. Will you supply that for the record? 

Dr. Shalala. Yes we will, sir. 

Senator Brooke. Are you prepared to say this program wiU cost $6 
billion? 

Dr. Buckley. In that neighborhood, yes, sir. In the neighborhood 
of $6 billion per year. 

Senator Brooke. Based upon what? How nu^ny families? Are you 
using the 10 million families that Dr. Woodwomi used? 

Dr. Buckley. Senator, I would like to point out three groups of 
families that Dr. Rosen didn't consider. 

Everv year, if you use 1975 evidence, 1^ million families chan^[ed 
status nt)m homeownership to renter. If we keep the same proportion 
of homeowners and renters, they have to be replaced by new home 
buyeis, first-time home buyers. That amounts to 12 million additional 
ftimilies over the next decade. 

In addition. Dr. Rosen's projections are with respect to 12 million 
new households over the next decade. 

If the same proposition is maintained as at present, that is an addi- 
tional 8 million families. 

Also there are families that will be buying after the decade is over, 
families will be buying in 1987, will start accounts in 1984, similarly 
in^ 1988 thev will be starting accounts in 1985. That adds another 9 
million to the total. 

You are talking in the neighborhood of 20 million families. I realize 
it is a technical argument, and I would rather submit it for the record, 
but I think even if you accept Dr. Rosen's figure that only 60 percent 
of these families would participate, you are still talking about 12 mil- 
lion families. 

If you took Dr. Rosen's average tax loss per family, that still comes 
to about $50 billion, divided by 10, gives you $5 billion per year. 

I would rather place this in the record. 

Senator Brooke. I wish you would. You are just throwing out wild 
figures at the present time. 

Dr. Shalala. Senator, we will put a detailed accounting of our 
numbers into the record. 

There is a difference of opinion in how many families will partici- 
pate. 

[The following was submitted for the record :] 
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An Bbtim ate of the Tax Loss Generated bt the 
Individual Housing Account (IHA) Proposal (S.664) 

In order to estiniiate the tax expenditures caused by enactment of S.604 a 
listing of the households eligible for the tax deduction must first be made. 
These include: (1) households coming into the housing market for the first 
time during the next decade; (2) households who are currently renters and 
will become first time homebuyers during the next decade; and (3) households 
who begin accounts during the next decade in anticipation of purchases in the 
years Immediately following the next decade, i.e., Id87, 1988 etc. 

1. E^stimates of the change in households vary widely and range from 12 to 
17 million. If we assume that the same proportion of these new households 
become homeowners as presently characterizes residential tenure choice, then 
65 percent of these new households, or 7.8 to 11 million will be first time home- 
buyers. 

2. Similarly, if we assume that already existing households maintain the 
present owner-renter ratio then owners changing to renters must be replaced 
by current renters. The Annual Housing Survey indicates that in 1975 1.25 
million homeowners became renters. It is, of course, dangerous to extrapolate 
from one observation, but in both 1973 and 1974 almost 1 million owners 
became renters. An additional mitigating factor arises from the fact that some 
unknown proportion of the renters becoming homeowners previously owned 
homes and so not be eligible for the subsidy. To take these factors into account, 
we assume that 800,000 previously owner-occupied homes will be purchased 
each year by first time homebuyers who previously rented — 8 million over the 
decade. 

Taken together these two groups suggest that in the next decade at least 
15.8 to 19 million families will in principle be eligible for the subsidy. In other 
words, even if the subsidy does not increase the proportion of households 
owning homes, roughly 1.6 to 1.9 million home purchases per year will quality 
for IHA assistance. 

3. Finally, if we assume that those who purchase in 1987 begin their accounts 
three years earlier, then in 1984 1.6 to 1.9 million additional IHA accounts 
will be opened. Another 1.6 to 1.9 million will be added in 1985 and again 1986 
for purchases in 1988 and 1989. Because only a portion of the tax loss 
associated with these accounts will be realized in the next decade this source 
adds a tax loss equivalent to 3.2 to 3.7 million average deductions. (The 
accounts started in 1986 will only realize two thirds of the tax loss in this 
decade and those in 1986 will realize only 1/3 of the loss. Therefore : 1.6 + 
1.07 -f .53 = 3.2.) 

Adding this last group to the previous two sums to 19 to 22.7 million units 
eligible for the average deduction, if this subsidy does not increase the 
proportion of homeowners. Now, a determination of the average deduction 
must be made. 

Professor Rosen's estimate of $6 billion in costs for 2.5 million participating 
families (p. 11 of his testimony) suggests that the average loss will be about 
$2,400 per account. This seems somewhat conservative if his projections of 
inflation are accepted (because a 7 percent inflation rate would increase the 
average down payments, marginal tax brackets and the interest-Income 
exempted from taxation), but it does serve as a helpful benchmark. Multiply- 
ing the number of eligible families by the average .tax loss yields a tax loss of 
$45.6 to $55.5 billion over the next decade. These flgures do assume that all 
eligible families participate, an assumption with which reasonable people could 
disagree (and one which we will discuss below), but they should not be taken 
as upper bound estimates of the potential costs. They do not take into account 
any behavioral response to the deduction. If, for example, the program caused 
the proportion of homeowners to Increase by two percent ovef present levels, 
and additional 1.8 million households would be eligible at a cost of $4.3 billion 
in tax expenditures. In addition, no estimate was made of the use of IHAs for 
non-housing purposes. Any such estimates would be purely conjectural, but they 
could be substantial, especially since the current penalties in S. 664 do not 
provide a strong deterrent to such misuse. For instance, if only one account 
in twenty is not used for housing purchase, tax expenditures would increase 
by another $2 to 3 billion over the decade. 
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As far as the assumption that all elgible households participate — it appears 
reasonable to us for two reasons: 

1. The program provides such a steep subsidy that it would pay homebuyers 
to borrow the funds for the account even if they had to pay the 18 percent 
finance charges on some consumer credit. Clearly IHAs provide a strong 
incentive to open accounts. 

2. If such a progrram were enacted and less than full participation was 
achieved, it is likely that those most in need of assistance would not be 
receiving it. Common sense suggests that income levels are positively 
correlated with the frequency with which individuals take advantage of 
available opportunities. Thus, lower levels of participation would imply that 
the subsidy would be going, in large part, to those first time homebuyers who 
need it least. 

Nevertheless, despite these arguments, the basic fact remains — no one can 
accurately predict how many of the eligible households will take advantage 
of the program. What can be predicted, with a very rough degree of accuracy, 
is the number of families eligible for participation. If, for the sake of argument, 
we assume that only, say, 60 percent of those eligible participate, tax losses 
are not likely to go below 60 percent of the aforementioned estimate, or $3 
billion per year over the next decade. If participation rates drop below 00 
percent it seems likely that a large portion of the targeted group— young 
middle income families — would not be served by the subsidy. Thus, $3 billion 
per year can be taken as a conservative estimate of the annual tax loss, and 
if the program experiences higher participation rates, losses can be expected 
to go as high as $6 billion per year. 

Senator Brooke. I don't think anyone knows. Do you know 
actually how niany families will participate? 

Dr. Buckley. That is right, no one faiows that. But you have to 
at least account for some of the families who are now renters that 
will become homeowners. 

Dr. Rosen just considered the new household formations. He did 
not consider those owners going back to renter status. We are not 
talking about a change in the proportion of renters and owners. 

Senator Brooke. Would you submit it for the record. There are some 
serious questions here, and I would like to see the data. 

Dr. Woodworth, you assumed that all first-time buyers would 
establish IHAs, and utilize them to the full extent before purchasing 
a home. 

That is the basis of your estimate as well, is that correct? And 
this presumes that families who could buy a home right now will 
defer their purchase to take full advantage of the IHA. To me this 
really seems unrealistic. If a family can ouy a home now, with the 
projected increase in costs of that home, projected inflation, you are 
saying that that family will not buy that nome, even though they 
could afford to, in order to take advantage of this IHA. 

As I said, with prices rising at the rate of between 5 and 10 percent 
a year, what sense does it make for a family who can afford to buy 
a house to defer the purchase to take advantage of the tax incentive 
that amounts to no more than $400 to $1,000 per year ? It might happen 
in a few isolated cases. But it would be a loss to those families ratner 
than a gain. 

Dr. Woodworth. Of course I didn't say that everyone would not 
buy a house. But on establishment of the program potential home 
buyers who are on the margin of a decision as whether to buy or rent 
will be given an incentive to delay their purchases. Not all will delay 
but the movement would be in that direction. And I think it is clear 
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that individual housing account would tend to present an alterna- 
tive to people ; they would have an incentive not to buy a house now, 
that the individual housing account would tend to present an altema- 
that a significant tax shelter puts more weight on the side of not 
burdening oneself with the obligation of paying for a house. 

Senator Brooke. Well, you assume that everyone is looking for a 
tax shelter, because you have been in the business a long time, and I 
can understand your orientation. 

I assume that people want to buy homes. If they have the money to 
buy a house, and everyone is telling them that prices are going up each 
year, I don't see why those families are going to look at this "tax 
shelter" of $400 to $1,000, and decide to wait 4 years to buy a home, and 
be exposed to higher inflation and higher costs. It just doesn't seem to 
me that that will be the trend. 

Dr. WooDWORTH. To me another point to consider is the fact that 
there could be many people who will come into this not with the 
intent of obtaining a home and keeping it for any period of time, but 
with the intent of taking advantage oi the tax shelter. 

I can't see any reason, when the tax shelter is there — without even 
saving on their part to obtain it — why individuals wouldn't take 
advantage of it to the maximum extent possible. 

Senator Brooke. You are talking about tax fraud ? 

Dr. WooDWORTH. No, I am not. Not tax cheaters. Those who are 
using the law as it is on the books. 

Senator Brooke. We are not passing this law to create a tax shelter. 
The purpose of the law is to enable first-time home buyers to buy a 
home. We think it is a very laudable purpose. I think you would agree 
with that. 

Dr. WooDWORTH. I am not questioning the motive. 

Senator Brooke. We are trying to find out how can the Federal 
Government give some assistance, primarily to young families to buy 
their first home. 

Now, you are either going to do it through a shallow subsidy, where 
the Government would pay the difference between the prevailing in- 
terest rate and the lower interest rate, or guaranteed loans, where 
admittedly we have had a high loss, and the program hasn't done the 
job so far. Or we will give some sort of tax benefit. That is why I 
decided to offer the tax benefit as the only viable alternative to enable 
young people to buy that first home. 

I just don't believe that you are going to find that people, rather 
than buying a home, are going to be out looking for ways of cheating 
the Government by using funds for the purchase of a home, and sell 
it the next day. 

In my opinion, as a former state attorney general, that is a fraud 
on the Government. You may say well it is a legitimate act on the part 
of that home buyer. But that certainly is not the purpose and intent 
of this law. 

Dr. WooDwoRTH. I am sure it is not the intent. But it seems to me 
there is nothing to stop people from using it, and there is nothing 
illegal about their using it. 

Senator Brooke. We could write in a certain period that the home 
has to be held. 



Digitized by 



Google 



294 

Dr. WooDWOKTH. How long a period ? 

Senator Brooke. I don't know. Perhaps a year or two years, I don't 
know. But we will consider amending the law to see that the person 
has to hold the home for a reasonable period of time. 

That kind of provision would take care of the person you talk 
about — I think that person would be committing a fraud, but you 
can say they are just taking advantage of a loophole in the law. 

I know there are some cases, as you say, where a person might legiti- 
mately have a change of job after they buy the house, or they might 
have to sell it for other reasons. I wouldn't want to hold them to, say, 
a 10-year period. 

Dr. WooDWORTH. That is one of the problems in trying to come up 
with a limitation. 

Senator Brooke. Yes, that is a problem. But I think a reasonable 
limitation would take care of it, so it wouldn't be profitable for some 
people to do what you suggest could be done. 

I agree with you that some people could circumvent the intent of 
the law. I don't oelieve it would be done in any large measure, because 
I earnestly believe that there are many young f amflies in this country, 
who have not been able to buy a home. And believe that the reasons 
are twofold: One, down payments, and the other, of course, high 
initial monthly mortgage payments. 

In your statement, you say that a taxpayer would be given a strong 
inducement to delay the purchase of a house until all tax benefits of 
a IHA have been received. You suggest home purchases could be de- 
layed for 5 to 10 years. 

To do this — and this is a followup on what I already said to vou — 
a potential home buyer would have to forgo between $3,000 and 
$5,000 per year or more in appreciation. 

^ Furthermore, they would forgo the mortgage interest tax deduc- 
tion and local property tax deduction, which would amount to sub- 
stantially more than the tax advantage of an IHA. 

If you are right, the IHA would be a great moneymaker for the 
Treasury. You must agree your assiunptions would lead to rather 
bizarre results. 

What I am trying to say in essence is that I don't believe it would 
be profitable, franklv, for home buyers to take advantaq:e of this for 
tax shelters or tax breaks as you have indicated. And I think the 
Treasury would actuallv end up saving money under it. 

I ask vou to look at that argument verv seriously. 

Dr. WoonwoRTH. We will be glad to. It seems to me, however, that 
there is nothinfl: to stop them from having other investments, if they 
can afford it, for instance, in real estate, during" the same neriod of 
time that they are setting up such an account. Thev could then fc^t 
all of the advantages of appreciation and value you are referring to. 

Senator Brooke. It couldn't be a home, vou undersea nd that. Tt 
could be a store, perhaps because the legislation provides it can only 
be used for a residence. 

Dr. WoonwoRTH. I think it could be a rental residence. 

Senator Brooke. Oh, no. 

Dr. WooDwoRTH. One they did not live in and simply rented out 
to someone else. 
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Senator Brooke. No, sir. 

Dr. WooDwoRTH. It could be ownership in an apartment develop- 
ment. 

Senator Brooke. I had no intention that it could be any residence at 
all, apartment building or house that they buy to rent out. If they 
can buy a house to rent out, I would agree with you, Dr. Woodworth, 
they could live in that house, or they could sell that house and buy a 
house to live in. You can't have the person using this plan to save 
money and get a tax advantage by buying a home at the same time 
they had other rental real estate. 

I can see a case where — I don't know whether we want to allow this 
or not— a person mi^ht own a store or commercial property. But gen- 
erally the person with a store would have income which would be 
beyond the income limits that we will establish for the home purchaser. 

Dr. Woodworth. I think you are referring to provisions that 
aren't in the bill yet, but which you are contemplating putting into 
the bill. 

Senator Brooke. Some are and some are' contemplated ; yes. 

Dr. Woodworth. Therefore, not knowing exactly what those pro- 
visions are, I can't really affirmatively comment on them. 

Senator Brooke. We will make it clear it is the first home, and if 
there is any question about that, we will clearly spell it out. 

Dr. Woodworth. When I said first home, I assumed that meant 
they could have other rental property without any question being 
raised. 

Senator Brooke. That might have been a proper assumption, but 
that is something we intend to make clear. And we would like to close 
all of the loopholes against — ^taking unfair advantage of the purpose 
of this act. 

Dr. Woodworth. We would be glad to review that with you. 

Senator Brooke'. We will include a limitation on income as well in 
the bill. But it will be a realistic income limitation, it won't be 
$10,000 or $12,000, because then we don't serve a lot of the i)eople 
we hope to serve. 

Very clearly. Dr. Woodworth, had you not come here, I would 
have come down to Treasury talking to you about this. We really are 
concerned about the growing number of yoimg people who are unable 
to buy a home. We are trying to find ways in which to enable them 
to do so. 

I know, Dr. Kaplan said that some families are using their money 
for vacations and other purposes. There may be some truth to that, I 
am sure. But on the other hand, with the housing market such fts it is 
today, the cost of the home, whether you use a $48,000 figure or $45,000 
figure — ^you don't have to go to $70,000 or $90,000 — the cost of housing 
is still TOvond the reach of young families today, particularly when 
you add high fuel costs, high utility bills, high property taxes, high 
land costs, and high construction costs. 

They talk about $25,000 homes. I think we have a very serious prob- 
lem in the country. And we have to resolve it. So I would like to be- 
lieve we are allies in this cause, and I would like to believe HUD is an 
ally in our effort to accomplish our objective at the least possible 
cost to the taxpayer. 
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The chairman is back, and I am sure my 10 minutes must be up. 
Thank you very much. 

The Chairman [presiding]. Dr. Woodworth, isn't the real trouble 
with this, the reason why it would cost a great deal more than the 
Treasury could get out of it because everybody buys a first home, 
virtually everybody could be expected to take advantage of this, 
whether we had this in effect or not? 

In other words, if you are ^ing to have 2 million housing starts 
a year, of which maybe a million, to take a simple numror, are 
people buying a first home, you could expect most of those, maybe 
800,000 or 900,000, whatever, to take advantage of this one way or 
another. Maybe only for a year, and maybe only make the first 
$2^500 payment. Others would postpone buying the homes, as you say. 

But the j)oint is people are going to buy homes anyway, without 
this le^slation, would be able to reduce the tax burden they would 
otherwise have, and therefore the revenues the Treasury would 
receive. 

There may be some additionl ones, we don't know how much that 
would be. It would have to be a considerable amount to provide the 
economic stimulus from which the Treasury would derive more in 
taxes. 

Dr. WoGDWOKm. 1 agree. I think it is clear that those who would 
buy homes in any event will certainly use such an account for some 

Seriod of time, and I have also suggested that I think many who 
on't plan to be homeowners for an extended period of time, or 
perhaps didn't previously plan to be homeowners at all, will use the 
account in order to obtain the tax saving. 

We have been through a period in which the search for tax shelters 
has been very strong. The Congress has seen fit to close down on 
many of those tax shelters. It seems to me that you would find that 
there would be as much money as possible diverted into tax shelters 
of this type if they were available in the law. 

The Chairmax. Secretary Shalala, in your statement you take issue 
with S. 664, with the provision requiring a minimum 10-percent down- 
payment on FHA GPM homes, saying that the key factors in default 
patterns is not how much equity the homeowner has, but how quickly 
he is accumulating additional equity. 

I am sure that the rate of equity expansion is very important. I 
would think it would also be important to insure each homeowner 
has enough invested in the home so that he wouldn't be willing to 
lose it. 

In other words, if you are not acquiring equity very fast, if you 
have a significant equity, you wouldn't walk away from it. 

Dr. Buckley. Senator, with the proposed 10-percent downpayment 
requirement, you could graduate tne payments at rates approaching 
12 percent and still be consistent with the regulations, as long as you 
keep that 97-percent maximum loan-to- value ratio. The point is tlmt 
the legislation must consider both the downpayment and the maxi- 
mum loan-to-value ratio. Of course if you are going to keep the cur- 
rent rate of graduation, and the lower downpayment requirement, 
it will be somewhat more risky with the current rates of firaduation 
and a 10 percent downpayment, but that extra risk will help to 
provide homeownership for the first-time home buyers. 
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The Chairman. Don't you have to pay for that risk one way or 
the other? Isn't a lender going to argue if you are going to have 
greater risk, he wants a higher interest rate or some other kind of 
concession ? 

Dr. Buckley. The insurance premium is a little higher. It is one- 
half of 1 percent of the outstanding balance. Since you are borrowing 
more, you are paying a little higher insurance premium. 

The Chairman. Both you and Dr. Woodwortn, as I understand it, 
rely on insurance as an alternative here. I wasn't here, but I imder- 
stand Senator Brooke pointed out the insurance programs have been 
expensive, they haven't worked very well. 

Why do you think we can have an insurance program now that 
will do the ]ob, in view of our unfortunate experience in recent years 
with FHA? 

Dr. Buckley. Senator, we think for the most part the 203 pro- 
gram, which has the same requirements as the 245, has worked fairly 
effectively : I think most ot your high-default experience is with 
low-downpayment subsidy programs. In addition, I think most of 
the analysis of the rate at which default increases, for a given change 
in equity are dated from the early 1960's, a period in which equity 
appreciated less rapidly than in recent years. 

The Chairman. How big are those programs? Can you document 
that the loss has been in the subsidy program ? 

Dr. Buckley. Senator Brooke has raised this issue and we will 
submit it for the record. 

The Chairman. All right. Mr. Kaplan — I take it you will give us 
further documentation for the record? 

Dr. Buckley. Yes. 

The Chairman. Mr. Kaplan, you say unless there is a Federal in- 
surance of GPM, we can't develop experience with it, because lenders 
and private insurers are reluctant. 

We are also told that FHA insurance is a very small program at 
this time. If this is the case, how long do you think it will take to 
get a reasonable test? 

Dr. Kaplan. I think it will take a number of years before we 
really can draw firm conclusions. 

The Chairman. See, the problem right now, as Senator Brooke^ 
pointed out so well, this is the time when we need housing for young 
people, young families. They just aren't able to get it, they are 
priced out, every study we have indicates that. We hate to wait years 
for a study before we can move ahead with the program. 

Dr. Kaplan. I don't think anybody is suggesting we wait. My own 

E reference would be to recommend that federally chartered lenders 
B allowed to start offering these instruments immediately. The real 
question in my mind is how long it is going to take until the lender 
community and the private insurance community feel comfortable 
determining what kind of premium structure they are going to 
charge. 

The Chairman. That is what Senator Brooke is trying to do. I 
am reluctant, as you noticed in my question, about the independent 
housing accounts. But at least it is a proposal that does provide some 
degree of equity. I think it is ingenious. As I say, I don't buy it, but 
I think it is better than nothing — ^no, I don't know if it is better than 
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nothing or not Maybe not But it is something. You ought to have 
some utematiye to it 

Dr. Kafuln. I think the key points I have been trjring to stress in 
my statement is that the more serious problem today is with meeting 
monthly payments as opposed to the downpayment« I dont mean 
to minimize that 

The Chairman. That is ri^ht. That is a more serious problem — ^I 
hate to interrupt you — certamly for the home buyer, I agree with 
that But for the lender, having that 10-percent downpayment repre- 
sents a solid clear element of protection ; doesn't it ? 

Dr. Elaplan. It does, except that it takes the flexibility of making 
business decisions away from the lender and the insurance company. 
Jt is not clear what the tradeoff between downpayment and insur- 
ance premiums is going to be. As HUD has just indicated, there is 
capacity in the proposal to allow either lower downpayments with 
this proposal, or alternatively, higher rates of graduation. 

Our recommendation is that you allow the flexibility for lenders, 
borrowers, and insurance companies to determine what combination 
of downpayment and graduation rate make the most sense in terms 
of determining how that will be priced in terms of the insurance cost^ 

The Chairman. Secretary Shalala, you make a proper point that 
you have a problem here with some of the State provisions which 
now make the GPM unworkable. I think my State may be one of 
th^n. 

At any rate, do you know how many States have that problem? 
And have you approached them to make sure that HUD's proposal 
would not 1be acceptable? 

I was concerned when I read your statement with the fact that the 
States put these laws into effect for some reason, they dcm't like loan 
sharking, they want to be sure that there is protection for the bor- 
rower. You seem to be very sure that this would eliminate the State 
laws in this particular case without any real risk or danger to the 
consumer. 

Dr. Shalala. There are 31 States and the District of Columbia, 
Puerto Rico, and the Virgin Islands, which now have these provi- 
sions. 

The Chairman. So most States have them. 

Dr. Shalala. Yes. Let me ask a representative from FHA to 
comment on this. 

The Chairman. All right. Will you introduce yourself for the 
record, please? 

Mr. FWer. Chet Foster. 

The Chairman. What is your title? 

Mr. FosTEK. Director of the Financial and Economic Analysis Di- 
vision for the Assistant Secretary for Housing. 

Our regular 203 program has a pro\nsion that prohibits the pay- 
ment of interest on a delinquent payment, exactly like the State laws 
do. I think in no case were the State laws designed to prohibit the 
freely contracted for negative amortization, and I think it is mostly 
a kind of a technical problem with the law. 

In some cases, according to the information we are gettinur from 
various States, it may very well be nitpicking on the part of lawyers, 
title lawyers, and title insurance companies even perhaps. 
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The Chairman. Give us as much of that for the record as you can. 

It is obviously a detailed problem we should look into. 

Finally, Dr. Woodworth, your statement refers to President 
Carter's desire to simplify the tax laws. I am sure almost all Ameri- 
cans would applaud that. The reason I say almost all, is perhaps 
lawyers and accountants might lose a little business. 

Can you give us an indication of whether you anticipate the ad- 
ministration to look favorably on any new tax incentives this year 
beyond the basic administration proposal for economic stimulus? 

Would you advise policymakers to look for nontax approaches to 
solving the problems? 

Dr. WooDWORTH. I certainly am not aware of any intent on the 
part of the Carter administration to advocate tax incentives, except 
possibly in the area of energy. 

[The following was submitted for the record :] 

Many States have laws that prohibit the charging of interest on interest. 
The intent of these laws was to protect the consumer from the compounding of 
interest on delinquent loans. At borrowing rates for many consumer loans, a 
debt can easily double in less than four years if no xmyments are made. 

Under the Section 245 Graduated Payment Mortgage (GPM) program, the 
mortgage payments on the loan in the early years of the mortgage are, in 
virtually all cases, not sufficient to cover the full amount of interest due on 
the loan. The interest shortfall is capitalized or added to the outstanding 
principal obligation (negative amortization) and the outstanding principal 
balance will increase for a time. In order to maintain the contract rate, 
interest must be computed on the entire outstanding balance including the 
capitalized interest. To do otherwise, would mean that the loan had a variable 
interest rate and would be in violation of Section 245 of the statute. 

Under the GPM program and other home mortgage insurance programs, HUD 
regulations prohibit the charging of interest on delinquent payments — in effect, 
similar to the intent of the many State laws. However, such laws can be 
interpreted to prohibit the GPM loans. Title insurance companies have notified 
us that in the States and other Jurisdictions listed, title policies for properties 
financed under the GPM program would have to include an exception to the 
policy with respect to the capitalized interest. In those cases, the lender may 
not be able to deliver a clear title in the event of an insurance claim — in effect, 
precluding the use of this program in most of the listed States. 

STATES AND OTHER JURISDICTIONS WHERE STATE LAW MAT PROHIBIT THE USE OF THE 
GRADUATED PAYMENT MORTGAGE PROGRAM 

Alaska Nevada 

Arkansas New Jersey 

Colorado New Mexico 

Connecticut New York 

Delaware North Carolina 

District of Columbia North Dakota 

Florida Ohio 

Georgia Oregon 

Hawaii Rhode Island 

Illinois South Dakota 

Indiana Utah 

Louisiana Vermont 

Maryland Virginia 

Michigan West Virginia 

Minnesota Wyoming 

Missouri Puerto Rico 

Nebraska Virgin Islands 

The Chairman. You feel it is better to look to other means ? 
Dr. WooDwoKTu. I think so, yes. 
The Chairman. Senator Brooke. 
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Senator Bbooke. Mr. Mondel and Mr. Schechter, who will testify 
after this panel concludes, are concerned that the increased payments 
under GPM with rising h^h unemployment could jHtxluce an un- 
usually high default rate, miat is your view ? 

Dr. Kapuix. I don't feel at this tmie that there is any evidence that 
would suggest that we would have an unusually high default rate. 

Unemployment is a problem that faces all borrowers, whether they 
be borrowers, whether they be borrowers using a GPM or a standard 
level mortgage. The history of the lender commimity is that for- 
bearance has been a traditional practice where temporary imemploy- 
ment in particular has been the source of the problem in meeting 
payments. 

So my feeling is that this would not create an undue risk. 

I should stress again that one of the caveats that I think all of the 
panel members have made is that this instrument is not an instru- 
ment that would be well-advised for an individual where increases 
in nominal income are not anticipated. 

If you have a borrower who anticipates essentially level income in 
spite of general inflation in incomes, then this instrument would be 
ill-advised for this individual and you would have a default prob- 
lem notwithstanding unemployment. 

So it is a question of tailoring the mortgage instrument to better 
suit the particular financial situation of a particular type of borrower. 

Senator Brooke. Now you indicated there would likely be a very 
si^ificant number of households that would benefit by the avail- 
ability of the GPM. Could you estimate the likely demand for the 
GPM over the next 5 to 10 years and what factors are likely to 
influence that demand, such as the rate of inflation, private mortgage 
insurance, or marketing of the GPM ? 

Dr. Ejiplan. Senator, I am not prepared at this time to give you 
a specific number as to the likely demand. We have been looking at 
the data just in the last 2 weeks, and we can provide more detail for 
the record. What we have been looking at are survey data that have 
been collected over the last several years on families around the 
country. The numbers suggest that, in fact, the experience is that 
incomes do rise across a full spectrum of borrower types, and that 
large numbers of borrowers could have accommodated GPMs if only 
they had been available during the last 10 years. 

I think that the general availability of these kinds of instruments 
is going to result in a lot of demand. 

As I say, in the next several weeks we hope to refine these numbers 
so as to give you some better estimates. 

Senator Brooke. Would you submit those for the record? 

Dr. Ejiplan. Yes, sir. 

Senator Brooke. You referred to the possibility of a tax credit as 
an alternative to IHAs. Could you elaborate on the relative advan- 
ta^ of such a credit ? Would the advantages of the tax credit out- 
weigh the tax revenue loss to the Federal Government in your 
opinion? 

Dr. Kaplan. Senator, basically I would have to defer to others as 
to the technical aspects. This is not an area where we nrofess any 
real expertise. Our feeliujg about the credit as a preferable approach 
to a deduction is that it would eliminate the regressiveness and 
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thereby eliminate the significance of the individuaPs tax bracket as 
a major factor. And the other factor is that I think it allows one to 
get a better anticipation of what the tax loss is going to be to the 
Government. 

However, in any event, I do not believe even a tax credit would 
eliminate the entire problem we have been talking about, but I think 
it would be an improvement. Whether it would be a more eflScient 
improvement than income limitation, which you have talked about, 
I am really not in a position to judge. 

Senator Brooke. Can you estimate the tax loss ? 

Dr. Ejiplan. No, sir. 

Senator Brooke. Dr. Woodworth, what do you feel relative to a 
tax credit versus my proposal ? 

Dr. Woodworth. I think a tax credit would remove some of the 
problems with the deduction, but not all of them. There still is the 
Question of those who are in a position to take advantage of it versus 
tnose who are not. Obviously a credit or deduction has that problem. 
But the credit does remove the discrimination in the deduction which 
tends to benefit those in the higher income brackets. There is another 
aspect to it, though, and that is the exclusion of the earnings. 

I don't see how that could be converted into a credit. As long as 
you have the exclusion of the earning, there would always be some 
tendency to help those in the higher mcome brackets more. 

Senator Brooke. How about a tax credit and an income limitation? 

Dr. Woodworth. You mean a limitation on how much of the earn- 
ings could be exempt? It might be possible to work something out 
in that way. 

The Chairman. Would the Senator yield? You are talking about 
how much earnings could be exempt, or how much the earnings of 
an eligible buyer would be? Would you limit it to a family making 
$20,000 or less? 

Senator Brooke. I have already suggested that, yes. 

The Chairman. And in addition you are suggesting this ? 

Senator Brooke. Right. 

Dr. Shalala, Dr. Rosen who testified yesterday suggested that 
HUD might expand its graduated payment mortgage to include a 
10-year terra of graduation, and a 5 to 7i/^ percent graduation rate. 
This would, of course, result in even lower monthly payments during 
the early years of the mortgage, and expand the homeownership mar- 
ket to include more moderate income families. 

How would you react to that recommendation ? 

Dr. Buckley. The 7^2 percent graduation wouldn't be allowed 
under the current limitation on 97 percent maximum loan outstand- 
ing. 

Senator Brooke. I was concerned as to whether 

Dr. Shalala. We would hope to look at that. 

Senator Brooke. You would be concerned about say greater risk 
of default on those mortgages, particularly since you do not seem 
to favor the 10-percent downpayment requirement? 

Dr. Buckley. The only point I was trying to make is I don't think 
we can do the second type. The first one we could give you a detailed 
argument on. 

Senator Brooke. Nothing I have heard has discouraged me. The 
criticisms which you gave of IHAs, Dr. Woodworth, generally apply 
to IRA also. 
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If I recall correctly, you were instrumental in drafting IRA, as 
you did many other pieces of tax legislation in your very distinguidied 
career. 

The Chairman. You shouldn't blame Larry for everythmg when 
he was told to work on it. 

Senator Brooke. No. He had a distinguished career in the U.S. 
Senate, and I have the highest admiration and respect for Dr. 
Woodworth. But I do know that he did draft IRA, among many other 
bills. Whether he did it at the direction of someone else or not, he al- 
ways has had a great input into the decisions of the Senate Finance 
Committee. I think that is a fair statement, Mr. Chairman. 

And I Imow that Treasury has been negative on this proposal. I 
would hope that you would go back and review the proposed amend- 
ments, and contemplated amendments, some of which have been sug- 
gested by this ve^ excellent panel today. I hope you would also look 
at the tax credit Dr. Kaplan has suggested combined with an income 
limit, and my assurance that this is a first home, and not a rental prop- 
erty which creates some problems for you, as well as other suggestions 
which have been offered. 

I am now receiving about 150 letters a day on this matter. I was 
happy to hear the chairman's last remarks, and though he has been 
the Devil's advocate, which is not unusual for him, he has sensitivity 
to housing in this country, and understands the need for us to do some- 
thing to stimulate the purchase of a first home for young families. And 
as he said, we are just looking for some way in which to accomplish 
this at the least possible cost to the taxpayers, and yet a way that will 
work. 

I don't want to repeat myself, but whether we do it through im- 
proved FHA guaranteed loans, tax credit, or IHA's, I think the im- 
portant thing is that we respond to the problem. 

We will be pleased to work with you . . . don't take any pride in au- 
thorship . . . and if vou can make amendments to the legislation that 
will improve it, I would be verv pleased to have them. 

But I assure you that I will not let it rest, because I think that we 
can perform a great service by passing legislation that will give some 
relief to first-time home buyers in this country. 

I want to thank you for your objective responses to the questions. 
If I pressed hard at times^ it is only because I feel so strongly the 
need for relief in this particular area. 

Thank you, Mr. Chairman. 

The Chairman. Thank you very, very much. As Senator Brooke 
has said, you have been a superlative panel, you have been most re- 
sponsive and given us a fine record. Thank you very much. 

Our next witnesses are Mr. David S. Mundel, Deputy Assistant 
Director, Congressional Budget Office, and Mr. Henry Scnechter, di- 
rector, department of urban affairs, AFL-CIO. 

The Chairman. Mr. Schechter, we are delighted to have you here 
for a number of reasons. No. 1 : You have been a fine expert witness 
before this committee many many times. You were with the Library 
of Congress as an expert on housing. Of course now you represent 
the AFIv-CIO. It is good to have the AFL-CIO come before this 
committee and give us their advice, because they do represent per- 
haps more working people than any other group or organization, and 
they represent them very well. And we get very vigorous representa- 
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tion from the AFL-CIO on matters that affect labor directly, but 
on s(»nething that is indirect like this is we don't get their opinion 
as often as I think we should. So we welcome your appearance. You 
have a statement, the hour is late, any way you want to abbreviate it, 
it will be printed in full in the record. 

STATEMENT OF HEHBT SCHECHTEB, DIBECTOB, DEPABTHEHT 
OF UBBAN AFFAIBS, AFL-CIO 

Mr. ScHECHTER. I will do some abbreviating. Mr. chairman, Sena- 
tor Brooke, I appreciate the opportunity to appear before you and 
§ resent the views of the AFL-ClO on S. 664, the proposed "Yoimg 
'amilies Housing Act of 1977," and S. 1078, a bill to amend section 
245 of the National Housing Act. 

Mr. Chairman^ forgive me if I differ slightly with you by saving 
that we do consider housing of direct interest to our 14^^ million 
members. 

The Chairman. I stand corrected. 

Mr. ScHECHTER. Thank you. The AFI^CIO has consistently sup- 
ported programs for increased housing production to meet the needs 
of the Ajnerican people. Housing policy positions adopted h\ the 
AFL-CIO have focused particularly on meeting the needs or low- 
and middle-income families, a group which includes the majority of 
the 141/^ million AFL-CIO members. Those positions reflect a con- 
cern for the well-being of such families, which is, no doubt, shared 
b)^ the sponsors of S. 664 and S. 1078, and members of this com- 
mittee. 

At the same time, the AFL-CIO has opposed and continues to 
oppose graduated payment mortgages and individual housing ac- 
counts because they would increase buyers' costs or cause unnecessary 
sacrifice of tax revenues. I therefore ask for your careful considera- 
tion of our appraisal of the proposed bills. 

The percentage of occupied dwelling units that are owner occupied 
has climbed from 44 percent in 1940 to 63 percent in 1970, and to a 
current level of 66 percent. Moreover, the 1970 census showed that 
39 percent of the one-family homes owned by occupants were free 
and clear of mortgages. Among homeowners 65 years or older, 85 
percent had paid off their mortgages. This tremendous national ac- 
complishment was achieved with fixed-payment, long-term mortgage 
financing. It is a financing mechanism that has worked well, and un- 
tested alternatives should be approached with caUtion before they 
are enacted as full-scale programs. 

Senator Brooke noted that "There is an increasing proportion of 
families in the 25- to 84-year-old age group seeking to buy their first 
homes, and these families are finding that they are unable to buy 
homes their older brothers and sisters bought just a few years ago." 

There is no disagreement with this general assessment, but a sig- 
nificant proportion of young families have been buying homes. Among 
30,000 buyers of new homes covered by the homeowners warranty 
program of the National Association or Home Builders, durinq: 12 
months ending June 1976, 56 percent were in the 25 to 34 year age 
group, and another 6 percent were under 25. The median income of 
buyers under this program was $21,616. 
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More directly related to the bills under consideration are data on 
buyers of new homes with FHA-insured section 203 mortgages. The 
average age of such buyers during the third quarter of 1976 was 
about 30V^ years and the average income was $19,956. Thus, even 
amon^ young families, those who have demonstrated upward income 
mobility have been buying homes. It is those who have lower incomes 
and have evidenced less upward income mobility who have not been 
buying homes. 

Over the past few years, however, it has become more difficult for 
families to acquire homes. Prices and costs of homeownership have 
risen faster than incomes. As noted in a Quotation from a Congres- 
sional Budget Office study in Senator Brooke's statement of February 
10 : "The first-time homebuyer is confronted by the full spectrum of 
cost increases — chan^ in sales price, interest rate, property tax, 
hazard insurance, maintenance ana repair, and heating ana utilities." 
This is, unfortunately so true, but the graduated payment mortgage 
would not lower any of these component costs. To tiie contrary, the 
graduated payment plan would increase significantly the total cost 
of attaining free and clear ownership of a home. 

When the level of a major component cost, mortgage interest, was 
lowered for many buyers in 1976, thanks to the Brooke-Cranston Act 
and market forces, there was a resurgence of effective demand for 
new homes. More recently, however, interest rates, in general, have 
begun to move upward and predictions are that mortgage interest 
rates will also be moving up. Yields have been rising on mortgages 
which FNMA commits to buy in 4 months. An increase in mortgage 
interest rates would mean an increase in the margin of extra cost to 
the homeowner of a graduated payment versus a fixed-payment 
mortgage. 

The extra cost can be seen by examining one of the five graduated 
payment plans imder the HUD section 245 experimental graduated 
payment mortgage program. It calls for a 3-percent-per-year increase 
in monthly principal and interest payments for 10 years, with the 
payment level of the 11th year continuing for the last 20 years of a 
30-year, FHA-insured mortgage. The total principal and interest 
payments on such a graduated payment mortgage at 8 percent interest, 
plus FHA mortgage insurance premiums, are greater than the com- 
parable total on a fixed payment mortgage by about $5,600 on a 
$35,000 mortgage and $6,400 on a $40,000 mortgage. This differential 
would be greater at higher interest rates. 

This extra $6,000 paid over the term of the g^^duated payment 
mortgage would amount to roughly 1 percent of the lifetime earn- 
ings of the average family. Whether or not either of these bills are 
to be enacted, there should be at least a requirement that the pro- 
spective borrower must be advised of the difference between total 
payments over 30 years required under a section 245 graduated pay- 
ment mortgage anci under a fixed payment mortgage. 

Under graduated payment mortgage plans, the outstanding balance 
of the mortgage loan remains higner than the original loan amount 
for a number of years. In the plan that I described earlier, the bor- 
rower goes deeper into debt for the first 5 years, and the outstanding 
debt is greater than the original loan for 9 years, bv an amount 
over $1,000 during the fifth and sixth years on a $40,000 mortgage. 
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Not only is the amount at risk greater than at time of loan origin 
but the borrower will need to have a rising income to be able to meet 
increased payments in later years. 

While some could exercise the choice of willingly paying $6,000 
more in order to acquire a home a few years sooner, otners would 
actually be squeezed out of the market if there is widespread use of 
the graduated payment mortgage plan. Lenders making graduated 
payment loans would make them only to borrowers with exceptional 
potential for upward income mobility. The selectivity would be 
further reinforced because, pursuant to S. 664, a section 245 mortgage 
borrower would have to malke a greater downpayment than one that 
is permissible for fixed payment FHA-insured mortgages. Potential 
buyers who do not have very good prospects for upward mobility 
or funds for a greater downpayment, but who might be able to meet 
payments on a fixed payment mortgage, will be less able to compete 
for available mortgage funds and many will not be able to buy homes. 

The requirement for a 10-percent downpayment in S. 664 is de- 
signed to avoid a loan amount in excess of the maximum FHA loan- 
to-value ratio which would be 97 percent in some cases. Under one 
of the HUD-graduated payment mortgage plans, the outstanding 
loan amount would actually be more than 3V^ percent above the 
original loan amount in the fourth and fifth mortgage year. Under 
that plan, where the downpayment at time of purchase was only 3 
percent of property value, unless there had been about a 6i/^ percent 
appreciation in value in 3 years, the outstanding loan amount would 
exceed 97 percent of value. If there had been no change in value, the 
maximum loan-to-value ratio would be exceeded by 6V^ percent. 

In an apparent attempt to get around this problem, S. 1078 would 

f)rovide that any outstanding loan amount would be allowable as 
ong as it did not exceed 97 percent of appraised value. As a practical 
matter, this seems to be a wholly inoperable provision, since HUD 
cannot appraise values of specific properties several years into the 
future or conduct annual appraisals. And what happens if the 
appraised value does not increase and the 97-percent ratio of loan 
to value is exceeded? Would the loan then be declared in default and 
the house foreclosed? 

There are some statutory barriers to increased cumulative interest 
charges against mortgage debtors in the laws of 31 States, two terri- 
tories and the District of Columbia. Interest may not be charged 
on unpaid interest owed to the lender. Both S. 664 and S. 1078 would 
provide for Federal preemption of such State laws in order to make 
interest charges on unpaid graduated payment mortgage interest 
legal, so that FHA-insured graduated payment mortgages could be 
made in those States. The State laws were designed to prevent com- 
pound interest on delinquent mortgage interest payments. If the 
State laws are preempted to permit interest charges ap^inst un- 
collected interest on a graduated payment mortgage, will it not 
establish a precedent that would make it logicallv indefensible tc 
prohibit a lender from charging interest on uncollected interest on 
a fixed payment mortgage? 

In the case of the fixed payment mortgage, a charge on delinquent 
interestr is prohibited, and yet in the case of the graduated payment 
mortgage, the charges could be levied against interest which is not 
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delinquent. So it would be hard to see how one could be opposed to 
the former if the latter is permitted. 

The enactment of such a preemptive provision would be a sij^ficant 
step toward eradication of borrower protection in the majority of 
the States. 

In addition to all the other potential problems inherent in grad- 
uated payment mortgages, a conjunction of required increased pay- 
ments with rising unemployment could produce an unusually nigh 
default rate. 

Dr. Kaplan has cautioned that the graduated payment mortgages 
would be only for those with prospects for rising income, not for 
those whose income had no prospect of rising. I don't see how he 
could then conclude that increased cyclical unemployment, which 
results in lower incomes, would not have an adverse effect, would 
not result in an adverse experience for lenders and borrowers with 
the graduated payment mortgages. 

I oelieve the experimental program should be carried at least 
through one complete business cycle. The original concept of an 
experimental jjrogram enacted by the CJongress should be retained. 
Such an experiment can very well be carried on in 19 States where 
a preemption of State laws is not needed. In some of these States 
there is also a good deal of conventional graduated payment mort- 
gage lending, which can supplement the section 245 experience with 
FHA-insured loans. The section 245 program should not be made 
permanent, as both bills provide, nor shoiHd it be made imrestricted 
in volume, as an amendment in S. 1078 would do. 

The second major proposal of S. 664 would amend the Internal 
Revenue Code to permit deductions from taxable income of amounts 
deposited in individual housing accoimts and interest thereon, pat- 
terned after individual retirement accounts. 

I think previous witnesses have pointed out many of the questions 
with regard to the IHA. I would emphasize one obiection, and that is 
the inequity, the fact that the benefits would go primarily to those of 
higher income. And in addition, many of those with higher income 
would not be in need of the tax benefit which they would obtain any- 
way. It would be an unnecessary use of the funds, an unnecessary loss 
of tax revenue. 

Therefore, as Senator Brooke indicated, it misfht be a tax loophole. 
We consider it a tax loophole, not only if it is legal, but if it is a legal 
deduction that would benefit somebody who mifi:ht otherwise not use 
savinjB^s for home purchase, who would take advantage of it. 

Now the AFIv-CIO is in accord with the idea of providing assist- 
ance for those who need it to acquire homes because they have limited 
incomes. For that reaso n, we have supported homeownership pro- 
grams, such as the HUD section 235 and the Farmers Home Adminis- 
tration section 502 procrrams, and the tandem plan below-market 
interest rate financing. These programs should be continued, with ap- 
propriate modification of the tandem plan to prohibit its benefits 
nroing to buyers with adequate income to pav the full market costs of 
homeownership. Under such programs, unlike the IHA proposal, the 
subsidies are confined to people who would not be able to buy a home 
without the benefits of the proirram. 

[The complete statement of Mr. Schechter follows :] 
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SUt— a n t of Ylmary B. Sehaehtar, Dir«otor 
ATL-CIO Departaent of Urban Affairs. 
Pefore the Sanata CoBBittaa on Banking, Housing and Urban Affairs 
on 

S. 66^ "Young Fanilies* Housing Act of 197^" 
and 
S. 1076, a bill to aaend Section 2^5 of the HaUonal Housing Act 

April 1, 1977 

I appreciate the opportunity to appear before you and present the Tievs of 
the AFL-CIO on S. 66k, the proposed "loung Faailies' Housing Act of 1977" •oi 
8, 1078, a bill to aaend Section 2k^ of the Rational Housing Act. 

In convention resolutions, in Sxeeutive Council policy statenents, and in 
testiaonj before Congressional coiBittees, the AFL-CIO has consistently supported 
prograas for increased housing production to aeet the needs of the Aaerican 
people. Housing policy positions adopted by the AFL-CIO haye focused partic\ilarly 
on aeeting the needs of lov- and aiddle-inccae faailies, a group which indixies 
the aajority of the 1^ Billion AFL-CIO aeabers. Those positions reflect a 
concern for the veil-being of such faailies, vhich is, no doubt, shared by the 
sponsors of S. 664 and S. IO78 and aeabers of this coaaittee. At the saae tiae, 
the AFL-CIO has opposed and continues to oppose graduated payaent aortgages 
and IndiTidual Housing Accounts because they vould increase buyers costs or 
cause unnecessary sacrifice of tax revenues. I, therefore, ask for your 
careful consideration of our appraisal of the proposed bills. 

Graduated Payaent Mortgage Insurance Act 

In his stateaent accoapanying the introduction of S. 664, in the Congressional 
Record of February 10, 1977 » Senator Brooke aade several significant observations. 
He said, *'Hoaeovnership has been the principal way in vhich Aaerican faailies 
acquired equity and a stake in our society." Indeed, it has bean, and the 
percentage of occupied dvelling units that are ovner-occupied has cliabed Tron 
kk percent in 19^0 to 63 percent in 1970 and to a current level of 63 percent. 
Moreover, the 1970 Census shoved that 39 percent of the 1-faaily hoaes owned by 
occupants vere free and clear of aortgages. Aaong hoaeowners 65 years or older, 
83 percent had paid off their aortgages. This treaendous national acconplishaent 
was achieved with fixed payaent, long tera aortgage financing. It is a financing 
aechanlsa that has worked well, and untested alternatives should be approached 
with caution before they are enacted as full scale prograas. 
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Smktar Brooke also notod in his state— n t, aocoapMqrlng th« introduction of 
8. 661^, that "Thoro Is an incraasing proportion of faalllas in tha 2$- to S^^raar 
old aca gtoap soaking to buy thair first hoaas, and thaae faalllas ara finding 
that they ara unabla to buj hoaas thair oldar brothars and slstars bought Juat 
a faw yaars ago." There is no disagreeaent with thia general aaaaasBant, but a 
algnlf leant proportion of young faailies have bean buying hoaea. Aaong 30*000 
boyara of new hoaes oorared by the Hoae Owners Vsrranty Prograa of tha Hatlooal 
Aaaoeiation of Hoaabuildersi during 12 aontha ending June 1976, 36 percent vara 
in the 25- to 3U-year age bracket and another 6 paroant \mr% under 25* Iha 
tedlan incoae of buyers under this program vaa $21,613. More directly related 
to tha bills under consideration are data on buyers of nav hoaes with THAF-insurad 
Section 203 aortgages. The ayerage age of such buyers during the third quarter of 
1976 vaa about 30^ years and the aTerage incoae vaa $19>936. Thus, eran aaong 
young faailias, those vho haye deaonatrated upward incoae aobility haye bean 
bluing hoaas. It is those who haye lower incoaea and haye eyidenced leaa upfward 
incoae aobility vho haye not been buying hoaea. 



Oyer the past few years, howeyer, it haa becoae acre difficult for faailiaa 
to acquire hoaes. Prices and costs of hoaeownership haye risen faater than 
incoaes. As noted in a quotation froa a Congressional Budget Office study in 
Senator Brooke* a atateaent of February 10 1 "Tha fir at tlaa hoaeboyar la 
oonfk^nted by the full spectrua of cost increasea — changea in salaa price, 
intereat rate, property tax, hasard insurance, aaintenanca and repair and **^^»<"g 
and utilitiaa." Thia ia, unfortunately, so true, but the Graduated Payaent 
Mortgage would not lower aaj of thaae coiQ>onent costa. To tha contrary, tha 
Graduated Payaent plan would inoreaae algnlf ioantly the total ooat of attaining 
tr— and clear ownarahip of a hoae. 

Vhen the leyel of a najor coaponant coat, aortgage intereat^waa lowered for 
■any buyers in 1976, thanka to tha Erooka-Cranstoa Act and aarkat foroaa, there 
vaa a resurgence of effectiye deaand for new hoaea. More recently, howeyer, 
interest ratea, ia general, haye begun to aoye inward and predictiona ara that 
Bortgiga interest ratea vill alao be aoylng up. lielda haya been rising on 
Bortfifaa which FMA coaaita to buy in four aontha. An in o reaae in aortfufa 
intereat ratea vould aaan an inoreaae ia the aargin of aoctra ooat to the boas 
owier of a graduated payaent yarsua a fixad payaent aortgage. 
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Th« •xtra cost oan b« 8««n by oxudnlng onm of tbm five graduatad payaant 
plana uadar tha HUD Saction 2^3 aqparlaantal graduatad payaant Bortffaga porograa. 
It oalla for a 3 pareant par yaar incraaaa 1b Monthly prinolpal and intaraat 
payaanta for 10 years, with tha payaant laral of tha alaranth yaar continuing 
for tha last 20 yaara of a 30-yaar FBi-lnaurad aortgaga. Tha total principal 
and payaants on such a graduated pajaent aortgng* at 8 paroant Intaraat, plva 
JEk aortgaga Inauranoa praaluaa, ara greater than the coaparabla total on a 
flasd payaant aortgaga by about $3,600 on a $33*000 aortgaga and $6,400 on a 
$M),000 aortgaga. This differential would be graater at higher intereat rates. 

This extra $6,000 paid over the tera of the graduated payaant aortgaga 
would aaount to rou^ily 1 percent of the lifetiae eamlnga of the ayerage flaaily. 
Vhather or not either of these bills are to be enacted, there ahould be at leaat 
a requirsaent that the proapectlTS borrower auat be adTlaed of the difference 
between total payaents oyer 30 yaara required under a Section 2^3 graduated 
payaant aortgaga and under a fixed payaant aortgaga. 

Under graduated payaant aortgago plana, tha outatanding balance of the 
aortgaga loan reaains higher than the original lean aaount for a nuaber of years. 
In the plan that I described earlier, the borrower goes deeper into debt for the 
first five years, and the outstanding debt la graater than the original loan for 
nine years, by an aaount over $1,000 during the fifth and sixth years on a 
$to,000 aortgaga. Not only is the aaount at risk greater than at tiae of loan 
origin, but the borrower will need to have a rising incoae to be able to aeet 
inaraaaad payaants in later years. 

While soae could exercise the choice of willingly paying $6,000 aore in 
order to acquire a hoae a few years sooner, others would actually be squeesed 
oat of the aarket if there is widespread uae of the graduated payaant aortgaga 
plan. Lendera Baking graduated payaent loans would aaka thaa only to borrowers 
with exceptional potential for upward incoae aobllity. The selectlTlty would be 
further reinforced becauae, pursuant to 8. 66k, a Section ^3 aortgage borrower 
would haye to aaka a greater doun payaant than one that is peraissible for fixed 
payaent FRA-insured aortgages. Potential b«iyers who do not have vary good 
pro s pe c ts for upward aobllity or funds for a greater down pajaent, bat who ai^t 
be able to aeet payaanta on a fixed payaent aortgage, will be less able to coapete 
for available aortgage fonds and aaay will not be able to boy hoaes. 
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TlM r»qii1ritnt for a 10 pcroMit down payatnt in 8. &Sh 1« JttlgirH to 
avoid a loan aaount in azooaa of tho MTlwrni TEk loaa-to-Tmloa ratio, vhioh would 
bo 97 poroont in aoaa oaaoa. Undar ona of tha HDD graduatad pay a at Bortfiica 
plana, tha outataading loan aaount voold aotoallj ba aora than 5^ pareaat abort 
tha origiBal loan aaount in tha fourth and fifth ■ortfufa yaar. thidar that plan, 
vhara tha down payaont at tlaa of porehaaa waa only 3 paroant of p i'op a r tj r valua, 
unlaaa thara bad baan about a €^ paroant appraoiation in valna in thraa yaara, 
tha outatanding loan aaount would azeaad 97 paroant of valaa. If thara bad baan 
no ohanga in ymbam, tha aarlw loaa-to-valua ratio would ba aieaadad bj 6^ par- 
oant. 

In an apparant attcaqpt to gat around thia problaa, 8. 1078 would prorida 
that aaj outataading loan aaount would ba alleiiabla, aa long aa it did not axeaad 
97 paroant of appraiaad iralua. Aa a praotioal aattar, thia aaiaa to ba a wholly 
ineparabla prorlaion, ainoa HDD oaanot appraiaa iraluaa of apaeifio propartiaa 
■araral yaara Into tha futura or ooateet aasaal appraiaala. And what happana 
if tha appraiaad iralua doaa not ineraaaa and tha 97 paroant ratio of loan-to-valna 
ia azoaadadt Vould tha lean than ba daelarad in daflault and tha houaa foraoloaadt 

Thara ara aoaa atatutory barriara to inoraaaad oaailatiYa intaraat ohargaa 
againat aortgaga dabtors in tha lawa of 31 atataa, two tarritoriaa and tha Diatriot 
of Coluabia. Intaraat aay not ba ehargad on unpaid intaraat owad to tha landar. 
Both 8. 66k and 8. 1078 would prorida for FMaral praaaption of audh atata lawa 
in ordar to aaka intaraat ohargaa on unpaid graduatad payaast aortfufa intaraat lagal, 
ao that FHi-inaurad graduatad payaont aortgagas ooold ba aada in thoaa atataa. 
Tha atata lawa wara daaigaad to prarant coapound intaraat on dalinq:nant aortfUfa 
intaraat payaanta. If tha atata lawa ara praaaptad to parait intaraat ohargaa 
againat unoollaotad intaraat on a graduatad payaant aortgaga, will it not aatabliah 
a praoadaat that would aaka it logioally indaf ansibla to prohibit a landar trom 
charging intaraat on unoollaotad intaraat on a fiaad payaant aortgaga? Bkiantaant 
of auoh a praaaptlfa proriaion would ba a aignifioaat atap toward aradioatioa of 
bo r rowa r protaotion in tha aajority of tha atataa. 
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In addition to all tho othor potential prollmm Inbarant 1ft sraduatad 
pagfBant Bortfagaat a eonji&otlon of raqolrod Inereaaad payaanta vlth rlaing 
tOMBplojaant ooold produca an unuaually high dafault rata. Tha aaparlaantal 
prognoi ahoold ba oarrlad at laaat through ona eoaplata boalnaaa ojela. Tha 
orlfinal oonoapt of an aiqparlnantal progran anaotad bj tha Congraaa ahoold ba 
ratalnad. Soeh an aacparijaant oan rmrj wall ba oarrlad on in 19 atataa vhara a 
praaaptlon of atata lava la not naadad. In aoaa of thaaa atataa, thara la alao 
a good daal of oonrantional graduatad payaant nartgaga landing, vfaloh can 
wyplaaaiit tha Section 2^3 aaqparianea with FHA^inaurad loana. Tha Saotlon 2^3 
prograa ahoold not ba aada pamanant, „ y^^ y^^jj^^ prorida, nor ahould it ba nada 
oraatriotad in Toluna, aa an aaandnant in S. 1078 voold do. 

Tha progran haa baralj bagon. Only a handfol of loana hata baan aada, all 
in tha laat fav aontha. It ahoold not ba tomad into a pamanant, unraatrlotad 
prograa ontil tha program haa baan taatad for potential problaaa. 

TnrtlTlflTMl agygJM AggOTB^ h9\ 

Tha aaoond najor propoaal of S. 6€k voold aaand tha internal revenue code 
to perait daduotiona fron taxable inooae of aaoonta depoaited in IndlTldual 
Booaing Aooounta and intereat thereon, patterned after IndlTldual Betireaent 
Aoaoonta. Up to $2,500 per year, and a total of op to $10,000 could be depoaited 
in an IndlTldual Bouaing Aooount (IRi). All the funda In the IRA trust account 
ooold be uaed only for pnrchaae of a principal residence within 10 years of 
the initial depoait. Any Tlolation of this rule would cause all of the funds in 
the account to becoae taxable, and a 10 percent penalty to be levied on the 
aaount uaed for non-housing purposes. 

That is, esaentially the IndlTldual Housing Account plan, aa it was propoaed 
in 1976 in 8. 3692. A HDD rapreaantatlTe in teatifylng on that proposal, said: 

"If enacted, the program would be potentially vary costly to the Treaaury, 
ainoe it aubaidisaa the saTlnga of naagr who would haTe bought hoaea anyway. 
Aa an example, we hava uaed data ft>on the Annual Housing Surrey to eatlmate the 
ooet of IndlTldual Homeovnera Account. In both 1973 and 197^^, 2.5 million 
renter households purchased their firat home. If we apply the avarage down 
payment, thia repreaenta a total of $25 billion in aaTlnga. At the median 
Inoome tax rate of 25 percent, there is a tax loaa of $6.25 billion. Thia tax 
loss serTes no purpose; it goes to people who already are planning to buy homaa. 
In order to encourage new bnyera, the tax loas must be greater." 
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This j—T In 8. 60^, th«r« is a prorlslon desigMd to r«oapt«r« part of th* 
tax lots raaultlng tram TBk aoeounta vhan tba houaa is sold. For pforpoaaa of 
fatura capital gains tax calculations , the adjiistad basis of a hoaa jpnrohaaad 
with prooaads froa an IndiTidual Hoiising Account would ba raduoad bj tha aaount 
of such procaeds. Inooaa that had baan azaapt fro« taxation undar tha IBk plan 
prior to purchase of tha house would bacoaa subject to oapital gaizis taxation if 
and when the house is sold at a higher price. Howarar, since only rma^half of 
such oapital gains are considered taxable inooaa, tha unpaid taxes on ona-lialf 
of the HU funds used for hoaa purchase would not be paid in anj oaaa. 

Moreoreri where the seller of a house realises a capital gain, but buTS a 
higher priced house within l8 aonths, the tax pajnent oan be dafarrad, and tba 
basis of the new house is adjusted downward bj tha anount of tha oapital gain. 
This procedure can be repeated until the owner is 65 or older. At that tXmm, a 
gain on a house sold for $35 1 000 or less is axaapt tram taxation; tha oapital 
gain on a house sold for nora is reduced bj the percentage ratio of $35*000 to 
the sales price. Non-elder I7 owners selling hones generally buy another one and 
defer paynent. Thus, if a person orer 63 sells a hoaa with an adjusted (value) 
basis of $60,060 for $70,000, the capital gain of $10,000 is reduced to $5,000 
by the application of the ratio of $35 > 000 to $70,000, or 30 percent. In 
addition, since only one-half of such capital gains are considered taxable ineone, 
perhaps one-fourth of the incone tax not paid on IRA funds used in the house 
purchase would be recaptured. In nost caaes, the proportion of lost tax rerenne 
captured would be even less, since the incone and the ineone tax rate at age 65 
or older is likely to be less than at the tiae of the initial house purehase. 

In addition, the goremnent loses the interest on deferred taxes during tha 
years of defenent. If the deferral period is between 10 and 20 years, the 
interest cost would eat up 50 to 100 percent of the capital gains tax that would 
afentually be paid. The net result would be that only a minor part of the cost 
of the IHA incoae taxes lost, perhape 10 percent, would ever be regained. Evan 
if only a fraction of the ■aTiwni potential of $6^ billion annual tax loss 
astiaated by RUD in 1976 should cone to pass, the enactaent of tha IHA proposal 
would entail billions of dollars of tax revenue losses. 
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The greatest benefits of the IRi plan vonld aoorue to those who need It 
least, those with substantial Incoaes. IndiTldimls earning substantial salaries, 
ubo would noraallj plaoe $2,^00 or aore a year in saTings, and who vould 
noraally boy a house in the course of the next 10 Tears, vould certainly take 
advantage of the IRi plan. Those who cannot put avay $10,000 in sayings prior 
to purohaslBg a hoae could not take full advantage of the proposal, and those 
vho oaanot take advantage of the IRi plan at all vould gain nothing. The 
ilL-CIO opposes the creation of another very oostly tax loophole to benefit 
priaarily the vell-to-do for vhioh the rest of the taxpayers vill pay. 

The AFL-CIO is in accord with the idea of providing assistance for those 
\Ao need it to acquire hoaes because they have liaited incoaes. For that 
reason, ve have supported hoae ownership prograas, such as the HOD Section 235 
and the Fkraers Hoae idnlnistration Section 502 prograns, and the tanden plan 
below irket interest rate financing. These programs should be continued, vith 
appropriate modification of the tandea plan to prohibit its benefits going to 
bmrers vith adequate inooae to pay the full aarket costs of hoaeownership. Under 
suoh prograas, unlike the IHi proposal, the subsidies are confined to people 
idio vould not be able to boy a hoae vithout the benefits of the prograa. 
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The Chairman. Thank you very much, Mr. Schechter. 
Our final witness is Dr. David S. Mundel, deputy assistant director, 
Congressional Budget Office. 

STATEMENT OF DAYIS S. MUHSEL, DEFTTTT ASSISTAHT SIKECTOB, 
C0NOBES8I0NAL BUDGET OFFICE 

The Chairman. Before you go ahead, let me say how good it is to 
have the Congressional Budget Office testify. It is one of those rare 
occasions, it may be a first, but it is most reassuring and helpful to 
have our own Congressional Budget Office come up and give us their 
opinion on the effect that this legislation will have on the budget and 
on our fiscal policy. 

Mr. Mundel. Thank you very much. Mr. Chairman, I appreciate 
the opportunity to come before you today and talk about the problem 
of homeownersnip affordability and the two bills under discussion. 

I would like to insert in the record my testimony and a copy of a 
recent study that the Congressional Budget Office did on homeowner- 
ship affordability. 

The Chairman. Without objection, that will be done. 

Mr. Mundel. In order to save time, let me paraphrase my testimony 
briefly. 

The testimony focuses on four areas. First: The budget tradeoffs 
involved in providing additional homeownership assistance within 
the Federal budget. 

Second : Some recent changes in homeownership affordability that 
we examined in the budget issue paper. 

Third : The potential impact of the two pieces of legislation under 
consideration today on these changes in homeownership affordability. 

And, fourth: A brief description of some alternative mechanisms 
that the committee may want to consider in alleviating this problem. 

First : With regard to the budget tradeoffs, homeownership afford- 
ability is only one of several problems toward which Federal housing 
assistance can be directed. As I note on table 1 in the testimony, home- 
ownership assistance currently receives substantial emphasis within 
Federal housing activity. The fiscal year 1977 housing budget, im- 
plied by the Third Concurrent Resolution, includes about $1.4 billicm 
m outlays on budget, another $3.7 billion in outlays off budget, and 
approximately $12.2 billion in foregone tax revenues. 

Of this $17.3 billion total, approximately $11 billion provides as- 
sistance directly to homeowners through tax expenditures. Additicmal 
support to homeowners is provided through the section 235 moderate 
income housing assistance program and also through the Farmers 
Home Administration programs that Mr. Schechter mentioned 
earlier. 

With regard to the second aspect, homeownership affordability 
problems, I think it is important to recognize two points. 

One: These problems confront different households quite differ- 
ently. And second : In spite of the decline in affordability that we have 
experienced over the last few years, families have increasingly become 
homeowners. 
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As we note in table 2 of the testimony, first-time buyers of homes 
on average suffered substantial declines m affordability between 1970 
and 1975. The annual housing costs for first-time buyers of median- 
priced new homes rose almost twice as fast as did their incomes and 
if they bought median-priced existing homes, the cost rose about one 
and a half times as fast as did their incomes over this time period. 

Downpayments also rose faster than family income for first-time 
buyers, although the problem of declining affordability is more a 
problem of monthly carrying costs than a problem of downpayments. 
Downpayments grew more slowly in comparison with family income 
than Old monthly carrying costs. 

Other people who were already homeowners, on average had in- 
comes rising faster than did their cost- of housing during the same 
period. This holds true both for people who own a home and do not 
move, and for people who own a home and move and purchase a home 
of essentially similar quality. 

The changes in affordability have been essentially constant across 
the income spectrum. Family incomes at the bottom part of the in- 
come distribution have grown at about the same rate as family in- 
comes in the median part of the income distribution and at the top. 

For lower income families, the real problem is not so much a change 
in affordability, but the fact that they could not generally affoni 
homeownership in 1970, and the capacity to afford homeownership 
for these families declined between 1970 and 1976. Because low-income 
families were disproportionately renters at the beginning of the pe- 
riod, they would also disproportionately be first-time buyers and, 
therefore, the people who are hurt the hardest by the purchase of a 
house. 

First-time buyers numbered about 2 million households in 1974. 
Some of these were new households, others of these were people who 
had been renter households. These households had family heads who 
were, on avqpige, less than 35 years of age, and the median income of 
the first-time buyers was about $14,000, slightly higher than the 
median income for all families. 

With regard to the pattern of homeownership, first-time buyers 
experienced substantial declines in homeownership affordability be- 
tween 1970 and 1975, but the proportion of all households owning 
homes went up. For all households, the proportion of homeowners 
went from 63 percent in 1970 to about 65 percent in 1974. For younger 
households, those with family heads in the 25 to 34 year age bracket, 
the percentage of homeowners was about 57 percent in 1970, and by 
1974 this percentage had grown to about 64 percent. We do not have 
data on the patterns of homeownership by age or for families as a 
whole into 1975. The data from the 1975 housing survey is not yet 
available. 

The potential impact of the legislation under consideration today 
on these problems of homeownership affordability is the third area 
of my remarks. The affordability decline has been experienced both 
with regfard to monthly housing costs and to downpayments. 

Graduated payment mortgages — (GPM's) — can improve afford- 
ability by reducing the monthly mortgage payments in the early years 
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below the payments required under a level-payment mortgage. We 
have done a few calculations, shown in table 4 in the testim<my, which 
portray the kind of change in monthly housing costs that wocdd occur 
under the GPM provisions which HUD would allow under the pro- 
posed law. 

A household buying a medium priced new home in 1975, assuming 
a 25 percent down payment and a 30-year mortgage with an 8^ per- 
cent mterest rate, would pay under a normal FI^ insured loan ap- 
proximately $240 in monthly mortgage payments. If we wanted to 
maintain that family at the level of affordability that it would have 
experienced in 1970, we would have to reduce the monthly costs to the 
neighborhood of $145. These are the monthly costs during the first 
year of the mortgage and do not include the costs for taxes and other 
upkeep. 

The graduated payment mortga^ provisions would move the fam- 
ily closer to the affordability conditions which it experienced in 1970, 
but would not, even under the most substantial graduated payment 
program current planned (with a 7^ percent annual payment in- 
crease), move it all of the way toward the 1970 level of affordability. 

We have also done some calculations with regard to a family buying 
a median priced existing home. Existing house costs went up con- 
siderably less rapidly than did new house costs during the 1970-75 
period. A family buying a median priced existing house in 1975 
would pay approximated $215 in monthly mortgage payments dur- 
ing the first year of an FHA-insured loan. If we wanted to maintain 
this family at the 1970 level of affordability, we would have to reduce 
the monthly mortgage costs to $165. Both the 5 percent annual in- 
crease graduated payment mortgage and the 7^^ percent annual 
increase graduated payment mortgage would move purchasers of 
medium priced existing houses into the neighborhood of $165 per 
month mortgage cost. 

The second aspect of the legislation relates to the tax-free individ- 
ual housing account. And as our testimony shows, we have done s<mie 
analysis of this, but we have not done a projection of the total budget 
cost. 

What we find, as shown in table 5 of the testimony, is that 
the tax savings resulting from the tax free nature of the contri- 
butions to the individual housing account would be larger for higher 
income families. For example, if a family with $9,000 adjusted gross 
income contributed $1,000 to such an account, it would save about- 
$165 in taxes, whereas a family with an adjusted gross income of 
$2X^00 would save about $320. 

The pattern of tax savings across family income groups is perhaps 
understated by a horizontal line in table 5. I think it is very likely 
that higher income families will be able to save more and therefore 
their tax savings would be on average more than twice the tax savings 
of lower income families. 

This, of course, assumes the legislation as currently written. The 
assistance for downpayments provided by the individual housing 
accounts is targeted for first-time homebuyers« who as a group suf- 
fered substantial declines in homeownership affordability during the 
last 5 years. 
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However, those with the most severe problems of affordability are 
lower income first-time buyers, and also lower income people who are 
renting. With substantially larger benefits of the currently proposed 
housing accounts being provided to higher income levels, it appears 
that the tax-free accounts would largely have the impact of letting 
higher income renters accumulate a Sown payment faster than they 
would otherwise, or at substantially less cost. This proposal may not 

1)rovide much improvement in the affordability of down payments for 
ow- and moderate-income renter households. 

As to some possible alternatives, I think that the committee may 
want to consider whether to expand the section 236 program, which 
reduces annual mortgage costs through annual subsidies for interest 
reduction. 

There are also proposals to reduce interest rates through one-time 
lump sum subsidies, such as those provided by the GNMA tandem 
plan. 

Other types of alternative mortgage instruments, such as deferred 
payment mortgages, could also be used for lowering monthly carrying 
costs. 

With regard to reducing the costs of down payments^ tax credits, as 
opposed to deductions, are one alternative for improving the target- 
ting of the tax benefits. The discussion this morning about perhaps 
including income eligibility limits for Individual Housing Accounts 
would also improve the targetting of the benefits resulting from these 
accounts. 

The committee may also want to consider reductions in FHA down 
payment requirements. But reducing the down payment-, also will in- 
crease the monthly costs, unless there is a subsidy mechanism included. 

That covers the major points in my testimony, and I would be 
happy to discuss with you today, and discuss with you and your staff 
later, possible improvements to the legislation. 

[The complete statement of Mr. Mundel and the Congressional 
Budget Office report follow :] 
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STATENEHT OF DAVID S. NUNDEL 



DEPUTY ASSISTANT DIRECTOR FOR EDUCATION, EMPLOYMENT. 
HOUSING AND COMMUNITY DEVELOPMENT 



HUMAN RESOURCES AND COMMUNITY DEVELOPMENT DIVISION 

CONGRESSIONAL BUDGET OFFICE 
Mr. ChalnMn and MMbers or the CcxBilttee: 

I aa picasad to be here to discuss with you the probica of 
ownership affordablllty and two bills (S. 664 and S. 1078) that are 
directed at this probica. As you are aware, hoaeownership costs have 
risen rapidly In recent years. Concern over the decreasing ability 
of aarur faallles to afford hoaeownership Is reflected In aar^ recent 
proposal s. 

My reaarks toda^ will focus on four areas: 

1. The budget trade-offs Involved In directing aore assistance 
toward hoaeowners and the current eaphasis on hoaeownership 
assistance In federal spending on housing; 

2. The recent changes In hoaeownership affordablllty for particu- 
lar categories of hoaeowners. This subject is discussed 
In a recent Congressional Budget Office report: Hoaeownership; 
The Changing Relationship of Costs and Incoaes, and Possible 
Federal Roles ; 1/ 

3. The potential lapact on hoaeownership affordablllty probleas 
of the proposal Included In both bills to expand Federal 
Housing Adalnlstratlon Insurance of graduated piyaent aortgages 
and of the proposal Included In S. 664 for tax-^ree Individual 
housing accounts; and 

4. A brief description of soae alternative aechanlsas to address 
hoaeownership affordablllty probleas. 



1/ Other papers prepared by the CBO that focus on federal housing 
policies Include: The Section 8 Housing Progreas; Budget I»ws . 
July 1976; Housing Finance: Federal Progreas and Issues . SeptgRr 
1976; A Budgetary Fraaeworfc for Federal Housing and Related Coaaunltv 
Developaent Policy . February 1977. and Housing Assistance for 
and ModeratCTncoae Faallles . February 1977: 
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BUDGET TRADE-OFFS 



Honeownershlp affordablll'^ Is only one of the problems toward 
which federal housing assistance can be directed. Within a limited 
budget, funds spent on programs assisting homeowners compete with funds 
spent on programs which address other housing problems, such as the 
excessive housing costs and low housing quality of many low- and moderate- 
Income households who are predominantly renters. Decisions to Implement 
homeownership assistance programs that require subsidies necessarily 
Involve either larger federal deficits or budget trade-offs with programs 
that address other national problems and needs. 

Homeowner assistance currently receives substantial emphasis 
In federal housing activity. The fiscal year ig77 housing budget in- 
cludes $1.4 billion outlays In the unified budget, $3.7 billion outlays 
for off-budget entitles, and $12.2 billion foregone revenues through 
housing-related tax expenditures (see Table 1). Of this total net 
support of $17.3 billion, at least $11 billion directly assists home- 
owners through tax expenditures. Much of the on- and off-budget outlays 
also assist homeowners through mortgage credit programs but the amount of 
direct benefits to homeowners from these activities cannot be readily 
Identified. Moderate- Income homeowners are also assisted by the Section 
235 Interest subsidies Included In the housing assistance component of 
the housing budget. 
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TABLE 1. THE HOUSING BUDGET, FISCAL YEAR 1977 a/, IN MILLIONS OF DOLLARS 

Budget Authority Outlays 

ON-BUDGET 
Mortgage Credit & Thrift Insurance (401) $3,189 $-2,205 



Community Development-Housing Related 
(part of 451) 


700 


523 


Housing Assistance (part of 604) 


2B.110 


3.089 


Totals: On-Budget 


$31,999 


$1,407 


OFF-BUDGET ENTITIES-HOUSING RELATED 


$8,107 


$3,700 


TAX EXPENDITURES-HOUSING RELATED 






Homeowner Benefits 




$10,965 b/ 


Other 




1.200 b/ 


Total Foregone Revenues 




$12,165 b/ 



a/ On-budget estimates from third concurent resolution, off -budget 
and tax expenditure estimates from the President's fiscal year 
1978 budget. 

b/ Foregone revenues. 
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HOMEOWNERSHIP AFFORDABILITY PROBLEMS 

The bills under discussion today propose additional honeowner- 
shlp assistance In order to ease the affordablllty problems resulting 
from Increases in house prices and operating costs. To assess the Impact 
of these Increases on homeownership affordablllty. It Is Important to 
note that these Increases would affect different groups of homeowners 
differently and that the Incomes of homeowners are also rising. 

The recent Congressional Budget Office study of this Issue examined 
changes In homeonership affordablllty over the 1970 to 1975 period and 
found that the situation facing different groups of current or potential 
homeowners differed significantly. Mr. Chairman, with your pervfsslon I 
would like to Insert this report In the record. In summary the findings 
are shown In Table 2 and Indicate that: 

• First-time buyers of homes on average suffered substantial 
declines In affordablllty between 1^70 and 197S . Annual 
carrying costs for first- time buyers of median new homes 
rose almost twice as fast as their Incomes, and their costs 
for median existing homes rose one-and one-half times as fast 
as Income. Downpayments rising faster than Incomes also 
contributed to the problem of declining affordablllty for 
first- time buyers. 

§ Other homeowners on average had Incomes rising faster than 
their housing costs for the same period . Typical families 
already owning a home who moved to another during the period 
benefited from Increased value In the homes th^ sold. These 
repurchasers could apply that Increased value against the 
Increased price of the houses they purchased. Homeowners 
who didn't move faced only Increases In operating costs. The 
Incomes of these nonmovers Increased about twice as fast as 
their housing costs. 
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TABLE 2: PERCENT CHANGES IN HOUSING COSTS, INCOME, AND GENERAL 
CONSUMER PRICES, 1970-1975 

. . Percent Change 

Monthly Housing Costs For: 

First-Time Buyer of Existing Housing 63.0% 

First-Time Buyer of New House: 

Median-priced (not controlled for quality) 82.4 

Controlled for quality 59.8 

Rebuyers (assuming buying similar house) 27.3 

Nonmovers 22.8 

Downpayment Costs for First-Time Buyer of: 

Existing housing 53.6 

Median-priced new house 67.9 

New house controlled for quality 48.4 

Median Family Income 39.0 

Consumer Price Index 38.6 



These changes In affordablllty were essentially the same for 
all Income groups, because families at all Income levels experienced 
approximately the same rate of income growth between 1970 and 1975. 
For lower- Income families the real problem Is not changes In afforda- 
blllty but the fact that they could not generally afford homeownership 
even In 1970. Because these families were disproportionately renters In 
1970, they would In general have been first-time buyers If they became 
owners beti#een 1970 and 1975. Homeownership affordablllty became even 
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more limited for lower-lncone renters between 1970-1975. Thus, changes 
In homeowner ship affordablllty affected flrst-^tlme homebuyers most 
severely. The continuing problem Is most severe for lower-Income 
families. 

First- time homebuyers numbered about two million households in 
1974 constituting roughly one-half of all homebuyers. They were predomi- 
nantly younger families headed by persons less than 35 years old and with 
median Income of about $14,000, or somewhat higher than the $12,900 
median Income of all families (see Table 3). 

TABLE 3: CHARACTERISTICS OF FIRST-TIHE HOMEBUYERS, 1974 a/ 

(Percentage Distribution of 1.91 Million Households) 



Age of Head of 
Household 18- 2» 25-34 35-44 45-64 j65i 

15.3% 47.1% 19.3% 15.5% 2.9% 

Family Income Less than $5,000- $10,000- $15,000- $20,000- $25,000 
(median Income $5.000 $9,999 $14.999 $19.999 $2».999 and over 



$13,998) 



6.2% 2D.7% 29.1% 21.1% 11.7% 11.3% 



a/ First-time buyers characteristics are dervled from the data In the 
" 1974 Annual Housing Survey about recent movers who were renters 
before and homeowners after moving. Two qualifications to this data 
are: (1) It Includes an unknown number of households who owned homes 
In the past, became renters and then homeowners again, and thus 
aren't really first- time buyers; and (2) It excludes 630,000 home- 
buyers who had a different household head before moving, therefore 
missing such groups as newly married couples buying homes after 
living singly with their parents. 
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POTENTIAL IMPACT OF S. 664 AND S. 1078 ON 
APPOhbABILITY PROBLEMS 



The bills under consideration today propose programs that could 
assist homebuyers with affordablllty problems due to both carrying costs 
and downpayment costs. Initial annual carrying costs would be reduced by 
the graduated payment mortgages Insured by the Federal Housing Administra- 
tion (FHA). Funds for down payments would be easier to accumulate with 
the tax-free Individual housing accounts proposed In S. 664. I would 
like to discuss each of these proposals In terms of their federal costs, 
who they would benefit, and by how much. 

Insurance of Graduated Payment Mortgages 

Graduated payment mortgages can Improve affordablllty by reducing 
monthly mortgage payments In early years below the payments required 
by the level payment mortgage now generally used. Higher payments are 
required In later years. These Increases In payments are expected to be 
paralleled by Increases In the homeowner's Income. Both S. 664 and 
S. 1078 would expand authority for FHA Insurance of these mortgages. 
This could Increase homeownership affordablllty with no direct federal 
costs If lenders will make graduated payment mortgages and If Insurance 
premiums cover the actual losses on defaulted mortgages, y 



2/ There is uncertainty about potential losses from Insurance of these 
loans both from the risk of default If a particular homeowner's 
Income doesn't increase as expected and from the limited degree of 
risk sharing ppsslble with only a small nunber of Insured loans. 
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The federal cost of Insuring graduated payment mortgages and 
whether borrowers would actually benefit depend In part on whether 
Incomes do Increase as fast as the mortgage payments. Under both of 
these bills, FHA plans to Insure five different types of graduated 
payment mortgages with payments Increasing at rates up to 7 1/2 percent 
per year. Hedlan-famlly Incomes have Increased at rates of about 7 
percent per year over the 1965-1975 decade, and at 6.8 percent per 
year from 1970 to 1975. For younger families (who are the major group of 
first-time homebuyers). Income may be expected to grow faster than 
the average as they reach ages of peak earning power. This was the case 
between 1965 and 1975 when the median Income of households with heads 
aged 25-34 In 1965 grew by 8.5 percent per year. Thus the proposed rates 
of Increase In mortgage payments don't seem unreasonably high compared to 
past Income growth. The rate of Income growth In the future Is, of 
course, uncertain and primarily a function of the growth In the econony 
as a whole. 

The amount of benefit derived from reducing early year homeowner- 
ship costs would be significant under the five types of mortgages to be 
Insured by FHA. A first- time buyer of a median priced new house In 1975 
would have had monthly mortgage payments of $239 with a level pi^ent FHA 
Insured loan at 8 1/2 percent (see Table 4). The five graduated payment 
mortgage plans would have reduced those payments by ar^ywhere from $21 
to $56 per month (under the plan that has payments increasing by 7 1/2 
percent per year). However, these reductions would not have been 
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sufficient to fully offset declines In affordablllty since 1970 for 
f1rst-t1»e buyers of new hones. For total carrying costs to be the 
same proportion of aedlan Income In 1975 as tKey were In 1970, mortgage 
payments for the first-time bi^er of the median priced new house would 
have to be reduced by $95, to $144 per month. The effect of the graduated 
payment mortgage alternatives on restoring the affordablllty conditions 
of first- time buyers of existing housing would also be substantial. 

TABLE 4: COMPARISON OF MONTHLY MORTGAGE COSTS FOR 1975 MEDIAN PRICED 
NEW HOUSE (25 percent downpayment, 8.5 percent Interest rate. 
30-year term) 



Monthly Mortgage 
Type of Loan Payment In First Year 



Normal FHA-Insured Loan $239 

Graduated Payment Loan 

2% annual Increase for 10 years 212 

3% annual Increase for 10 years 200 

2 1/2% annual Increase for 5 years 218 

5% annual Increase for 5 years 200 

7 1/2% annual Increase for 5 years 183 

To Maintain 1970 Level of Affordablllty 144 
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Tax Free Individual Housing Accounts 

Section 3 of S. 664 proposes that up to $2,500 per year deposited 
in special savings accounts— called Individual Housing Accounts— coul d be 
deducted from gross income for federal tax purposes .3/ The resulting 
reduction in income taxes would make it easier to save toward purchase of 
a house and hence improve the affordability of downp^yments. Unlike 
insurance of graduated payment mortgages, this proposal would involve 
federal costs through tax expenditures or foregone revenues. I believe 
the Treasury Department is estimating the magnitude of these potential 
tax expenditures and their results will be important for considering the 
budget tradeoffs. 

I would like to focus on who will benefit from these tax pro- 
visions, how much benefit they will receive, and the targeting of 
those benefits toward people with the severe homeownership affordability 
problems. Like all tax deductions this proposal will be of more benefit 
to higher income tax payers. For each dollar deposited they save more 
in taxes than lower income taxpayers who have lower tax rates. Higher 
income people are also likely to be financially able to make larger 
deposits into individual housing accounts. 



3/ We have been advised that the present bill inadvertently omits 
' a restriction against present homeowners using Individual Housing 
Accounts and assume that appropriate amenclaent would be made. 
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Table 5 shows the Impact of the proposed Individual housing ac- 
counts for a married couple with one child at different Incoiae levels. 
By depositing $1,000, a couple with $9,000 Income 4/ would save $165; 
a. couple with $14,000 Income, or about middle Income, would save $212; 
and a couple with $27,500 Income would save $320. By depositing $2,500 
the tax savings are Increased at each Income level but are still about 
twice as large at the $27,500 Income level as compared to $9,000 Income. 
Because higher Income people are more likely to make larger Individual 
Housing Account deposits than lower Income people, actual tax savings are 
likely to be more than twice as large for families at the higher Income 
level. 

TABLE 5. IMPACT OF INDIVIDUAL HOUSING ACCOUNT AT 
DIFFERENT INCOME LEVELS a/ 

^ Adjusted Gross Income Before Deduction 

of Individual Housing Account Deposit 

$§.060 $n,Oto iU.660 $T7.5M ii^.5o6 i27,SMl 

Tax Savings 
from $1 ,000 
Deposit $165 $190 $212 $226 $2B0 $320 

Tax Saving 

from $2,500 

Deposit $397 $460 $497 $556 $662 $773 

a/ Assumes married couple filing jointly with one dependent, having 
' the average amount of nonhomeowner Itemized deductions of all tax- 
payers at their Income level, and standard deduction of $3,000 as 
proposed by the President. 



4/ This and following references to Income refer to adjusted gross 
Income before deducting the Individual Housing Account deposit. 
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The assistance for downpi^ents provided by Individual housing 
accounts Is targeted for first- time ho«ebHyers, who as a group recently 
suffered declines In homeownershlp affordablllty* However, those with 
the most severe problem are lower Income first- time bikers. With the 
substantially larger benefits at higher Income levels. It appears that 
tax-free Individual housing accounts would largely have the Impact of 
letting higher Income renters accuaulate a downpayment faster than they 
would otherwise. This proposal may not provide much Improvement In the 
affordablllty of downpi^ents for low- and moderate- Income renters. 



ALTERNATIVE MECHANISMS TO ADDRESS THE 
H6M£6UNEftSHl^ AFP6ftbA61LtTY t>MBLEH 



Other possible options to reduce mortgage parent and operating 
costs Include: 



1. Reduce Interest rates with annual subsidies as In the Section 
235 program; 

2. Reduce Interest rates with one lump sum subsidy as In the 
6NMA Tandem program In which the federal government buys 
below market Interest rate mortgages and then resells them 
at a loss; and 

3. Other types of alternative mortgage Instrunents such as de- 
ferred payment mortgages that Involve partial payment of 
of mortgage costs by the federal government In early years with 
later repayment with Interest. 
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other options to reduce doumpKysent costs Include: 

!• Tax credits, «s opposed to deductions, for renters' saving 
toward downp^yiRents which could Inprove the targetting of tax 
benefits toward lower Incoiae families; and 



2. Reductions In FHA downpion^nt requirements which would 
downpayments more affordable but have the major problem 
that potential homebuyers with relatively low Income would 
be hard pressed to meet the enlarged monthly payments that 
smaller downpayments necessarily produce. 

3. Insurance of second mortgages that are paid back only In 
later years of the main mortgage loan. Such Insurance could 
Involve little federal cost If premluns covered the cost of 
defaults. 



SUMMARY 

To reduce the requirement for additional budget resources, new programs 
to Improve homeownership affordablllty could be designed that Involve 
little or no budget cost. One such approach Is Insurance of graduated 
payment mortgages that reduce carrying costs In early years of homeowner- 
ship. The cost reductions under graduated payment mortgages are not 
large enough though to return first time buyers to 1970 level of afforda- 
blllty or to make homeownership affordable to lower Income people. 
Another way to reduce the federal cost of homeownership assistance 
programs Is to target assistance toward those most In need or to target 
assistance toward lower cost housing. First- time homebi;(yers and low- 
and moderate- Income households have the greatest homeownership afford- 
ablllty problem. The proposed tax-free Individual housing accounts 
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target assistance toward first- tine buyers, but In a way that will nost 
likely be used by higher Income renters. Restricting assistance to 
buyers of existing, as opposed to new, Immms would rtduct federal costs 
because the prices are generally lower and are rising more slowly. 

That concludes ^y prepared testlaony, Mr. Chalrnan. I will be 
happy to answer aiof questions you and otiier coMrtttee aeabers M(y have. 
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Homeownership: 
The Changing Relationship 
of Costs and incomes, 
and Possible Federal Roles 
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PREFACE 



The 95th Congress will be considering legislation to 
continue or revise programs to assist homeowners. How 
difficult the problems of buying and maintaining a home 
have become and for whom these problems are most severe 
are among the questions that are bound to Influence the 
Congress' deliberations about the extent and type of fed- 
eral assistance to make available. This Budget Issue Paper 
examines the changes that have occurred between 1970 and 
1975 in households* ability to afford their own homes. In 
addition, the report discusses some proposals to make home- 
ownership easier. 

The paper was prepared by Neil S. Mayer of the Human 
Resources Division of the Congressional Budget Office, 
under the supervision of David S. Mundel and C. William 
Fischer. Jill Bury typed the several drafts. The manu- 
script was edited and prepared for publication under the 
supervision of Johanna Zacharias. 



Alice M. Rivlin 
Director 



January 1977 
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SUMMARY 



Is it becoming more difficult for an American family 
to buy and maintain its own home? This is the question 
known as "homeownership affordability.'* This paper exam- 
ines changes in homeownership affordability over a five- 
year period, 1970-1975, then discusses several proposals 
that would affect affordability in the future. 

Budget impacts of proposed measures could vary widely. 
Proposals directed toward macroeconomic conditions — in- 
creasing income growth and slowing the general rise in all 
prices, including housing — take many forms at various costs. 
For home-purchase subsidy programs, costs per family dif- 
fer substantially with who is served and how. Numbers of 
eligible and likely participants also differ from program 
to program. Furthermore, many of the proposals are not 
entitlement programs — not all eligible people are guaran- 
teed program benefits. In such cases, the Congress can 
directly choose maximxim budget levels and thereby determine 
the number of families assisted. 

To make choices about the level and type of support 
for homeownership, the Congress might want to consider 

o The extent of the affordability problem and who 
suffers it, and 

o The likely effectiveness of and distribution of 
benefits under proposed solutions. 

One reasonable measure of changes in homeownership 
affordability is the change in the relation between in- 
come levels and costs of homeownership. But there is no 
satisfactory measure of changes in homeownership costs 
for all homeowners as a single group. The patterns of 
housing costs for various categories of homeowners are 
very different. 
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Categories of Homeowners 

Cost changes from 1970 to 1975 had quite different 
effects on three distinct categories of homeowners: 

o Families buying a home (new or existing) for the 
first time during the period — first -time buyers . 

o Families already owning a home who move to an- 
other during the period — repurchasers . 

o Families already owning a home who remain in 
place during the period — non-movers . 

The first- time homebuyer is confronted by the full 
spectrum of cost increases — changes in sales price, 
interest rate, property tax, hazard insurance, mainte- 
nance and repairs, and heating and utilities. But the 
family which already owns a house, the repurchaser, may 
well have any increase in house sales prices reflected in 
both the price at which it can sell its present house and 
the price of the house to be purchased. The sales pro- 
ceeds can obviously be applied to the purchase price. To 
the extent of this offset, the family confronts increases 
only in the cost components other than purchase price (but 
including interest rate changes). The family staying in 
its present house, the non-mover, faces no change in pur- 
chase price and interest rate (and thus no change in 
mortgage payment) and is confronted only by increases in 
"operating" expenses (property taxes, hazard insurance, 
maintenance and repairs, and heating and utilities). 



Who Has The Affordability Problem? 

First-time purchasers of homes (about half of all 
homebuyers in a given year) on average suffered sub- 
stantial declines in affordability between 1970 and 1975, 
with their costs for median new homes rising almost 
twice as fast as their income, and their costs for ex- 
isting homes rising one-and-one-half times as fast as 
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income. 1/ This was true for yoimg families » who make up 
the bulk of first-time buyers, as well as for families as 
a whole. Still, the proportion of young families and all 
families owning their own homes did continue to grow 
through 1974 (latest data available, which miss the ef> 
fects of high unemployment and inflation in 1975). 

Typical repurchasers benefited from increased value 
in the homes they sold— value that could be applied against 
the increased price of the houses they purchased. As a 
result, these repurchasers generally had incomes rising 
faster than their housing costs for the same five-year 
period — about one-and-one-half times as fast for families 
buying a home of the same value as their present one and 
whose original home rose in value at the same rate as 
median house prices. Homeowners wishing to buy more ex- 
pensive homes than their present ones necessarily faced 
greater cost increases, but nonetheless they could buy 
somewhat more valuable houses without facing faster rises 
in housing costs than in incomes. 

Homeowners who did not move during the period (over 
half of all homeowners), and thus faced increases only 
In housing operating costs, had incomes rising even faster 
relative to costs. These non-movers not only did not 
become "housepoor" over the period, but on average in- 
creased their incomes about twice as fast as their housing 
Costs. Typical elderly non-movers, the focus of some 
particular concern, fared even better than the average. 

Changes in homeownership costs, incomes, and general 
prices are summarized in the following table. 



1/ The median new home appears to have increased modestly 
in quality over the 1970-1975 period. The cost of a 
new house of fixed quality Increased about 13/4 
times as fast as income. 
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PERCENT CHANGES IN HOUSING COSTS, INCOME, AND 
GENERAL CONSUMER PRICES, 1970-1975 



Housing Costs For: 

First-time buyer of existing housing 63.0 

First- time buyer of new housing 

Median-price (not controlled for quality) 82.4 

Controlled for quality 59.8 

Rebuyers (assuming buying similar house) 27.3 

Non-movers 22 . 8 

Median Family Income 39.0 

Consumer Price Index 38.6 



Changes in affordability (income to housing cost ratios) 
do not differ significantly between income groups, because 
families in various parts of the income spectrum experi- 
enced approximately the same rate of income growth during 
the 1970-1975 period. However, the real difficulty for 
low income families is quite different. They were not 
generally able to afford homeownership even at the begin- 
ning of the period. The five-year cost increases did 
outstrip their income increases (for people not presently 
owning houses, which is more common for lower-income house- 
holds), but their affordability problem was already acute 
before that. 

In interpreting all these results, it is important 
to note that the experiences of other groups — subdivided 
by such characteristics as geography, race, or sex of 
household head — were not separately examined. The geo- 
graphical problem is particularly difficult. Because of 
the extremely local nature of housing markets, we do not 
know to what extent lower money incomes predominate in 
areas where housing costs are also systematically lower. 
It is also important to remember that the results repre- 
sent averages , and that even within the categories exam- 
ined there will in fact be substantial variation in income 
and housing cost increases. 
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Have Downpayments Become More Burdeneome? 

Potential homebuyers must not only have Incomes ade- 
quate to meet monthly payments; they must also be able 
to meet downpayment requirements. Downpayments for con- 
ventionally-financed home purchases also generally became 
more burdensome for first-time homebuyers during the period. 
Sales prices of both existing and new houses rose faster 
than median incomes, while the typical down-payment re- 
mained fairly even as a percentage of sales prices (about 
25 percent). As a result, downpayments on median existing 
houses rose more than one-and-one-quarter times as fast 
as annual incomes, and on median new houses almost one- 
and- two- thirds times as fast. Repurchasers, on the other 
hand, had no difficulty meeting the downpayment for a dif- 
ferent home, if their original house had shared in even a 
small part of the general increase in sales prices. 



Which Homeownership Costs Have Increased Most ? 

Breaking down the sources of increase in total home- 
ownership costs for a first-time buyer, sales price in- 
creases played the largest role. While operating expenses 
(insurance, property taxes, maintenance and repairs, and 
heating and utilities) increased at faster rates than sales 
prices, sales price dominated because of its large pro- 
portion in total costs. Interest rates had less impact 
because they increased relatively slowly. No single sub- 
component of sales price accounted for a very substantial 
share of the total homeownership cost increase. 



Important Policy Criteria 

In order to Judge the usefulness of policy alter- 
natives in dealing with housing affordability problems, 
the following criteria can be used: 

o What types of homeowners /homebuyers are assisted 
(first- time purchasers, repurchasers, non-movers)? 

o Does the alternative have substantial impact on 
housing costs? 
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o Is the Impact sustainable? 

o What is the income distribution of the people 
helped by the program? 

o What are the budget impacts for the federal govern- 
ment? 

o How is housing construction activity affected by 
the alternative? 

These criteria are used to frame the analyses of program/ 
budget alternatives and their general effects. 

Program/ Budget Alternatives and Their General Effects 

Federal policy to deal with homeownership affordability 
can be broken into four major types of action: 

o Changes in macro- economic policy 

o Actions to limit increases in specific components 
of housing costs 

o Homeownership subsidies 

o Development of alternative mortgage instruments. 

Obviously, macroeconomic policies that improved the 
rate of growth of incomes relative to the general price 
level would benefit all homebuyers. 

To focus on limiting cost inflation of particular 
subcomponents of house purchase prices is less promising, 
both because no individual element has a high weight in 
total cost and because the federal government probably 
has only limited ability to control many of the costs. 
Some actions might be taken to help limit subcomponent 
cost increases to general inflation rates. 

The federal government has more impact on mortgage 
interest rates. These offer a helpful but limited lever, 
since interest rates are not as greatly above historical 
levels as are other costs, and they cannot be continually 
moved lower if inflation continues to outstrip income 
growth. 
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Subsidizing homepurchasing is generally expensive, 
even just to return middle- income potential purchasers to 
1970 levels of affordability . Two changes in subsidy pro- 
grams might reduce subsidy cost . First , the eligible 
group might be narrowed to first-time homebuyers, since 
they in general are the group which has suffered most from 
decreases in affordability in recent years. Second, aid 
might be switched to buyers of existing housing (in con- 
trast to present Section 235 and GNMA Tandem programs 
limited to new housing), which is in general cheaper than 
new housing. Of course, this latter approach does not 
meet other economic stimulus objectives. 

It is important to realize that the relatively modest 
subsidies contained in major current homeownership assist- 
ance programs limit their use essentially to people of 
middle income and above. While providing deep subsidies 
to low- and moderate- income people may or may not be a 
federal objective, it should be noted that the shallow 
homeownership subsidies provided in current subsidy pro- 
grams essentially trade off, in a constrained federal hous- 
ing budget, against housing assistance (rental or home- 
ownership) to those groups. 

A potentially useful alternative approach for middles- 
income first-time homebuyers is to encourage the use of 
mortgages that begin with lower early pajnnents that rise 
over time. This approach allows the buyer to take advan- 
tage of future growth in income (from inflation and possibly 
from improved earning power) while limiting federal govern- 
ment expenditures. 

The following table summarizes the impacts of major 
policy types according to the suggested criteria. These 
impacts are explained in more detail in Chapter V. 
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SUMMARY OF POLICY IMPACTS (continued) 



Incoa* Distribution 
of People Assisted 



Effect on 

Housing Construction 



Budget 
Impacts 



All incone groups, 
and perhaps partic- 
ularly lower- incoae 
people 



Significantly 
favorable 



Depends on 
nechanisms used 



Mainly middle- and 
upper-, since lower- 
income people cannot 
afford to become home- 
owners without deeper 
assistance 



Significantly 
favorable 



Depends on 
mechanisms used 



All. depending on 
subcomponent 



Limited because of 
limited cost impact 



Depends on 
mechanisaw used 



Limited largely to 
middle- and upper- 
income 



Potentially including 
lower- and moderate- 
income if deeper 
subsidies 



Favorable, but 
often substitutes 
for activity which 
would occur anyway 

Limited, if 
directed away 
from new 
construction 



$ 850 a/ 

$1,819 b/ 

$ 635 £/ 

or 
$1,235 d/ 



Middle- and upper- 
income, and upwardly 
mobile moderate- 
income 



Depends on 
targeting 
toward or away 
from new home 
purchasing 



Deferred 
$635 e/ 

Graduated : 
some tax ex- 
penditures 
and insurance 
costs 



d/ Estimated first-year cost for program to move first-time purchaser 
*~ at 40tb percentile of income distribution to 1970 affordability for 
median income buyer, as of 1075. 

e/ As in footnote c/. but note that in later years subsidies would 
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CHAPTER I INTRODUCTION 



In recent years substantial concern has arisen about 
the decreasing ability of families In the United States 
to afford their own homes. Several current federal pro- 
grams have been designed at least In part to assist the 
households In buying homes. But concern that It Is be- 
coming more difficult to afford a home has led to a number 
of proposals to ease home purchase, either directly or 
Indirectly. 

The budget Impacts of these proposed measures could 
vary widely. Proposals directed toward macroeconomlc con- 
ditions — Increasing Income growth and slowing the general 
rise In all prices, Including housing prices — take many 
forms at various costs. For housing subsidy programs, 
costs per family differ substantially with who Is served 
and how. It Is difficult to estimate the numbers of 
eligible and likely participants under any given program, 
but such estimates are crucial In determining expected 
costs and desirable funding levels. 

Furthermore, many of the programs generally envisioned 
are not entitlement programs. That Is, not all eligible 
people are guaranteed program benefits, as they are under 
programs like the food stamp program. Therefore the 
Congress can directly control the programs' maximum budget 
levels, thereby choosing the number of families to assist. 

To aid Congressional decisions about the level and 
type of support for homeowner ship, this paper: 

o Examines the af fordablllty problem to see to what 
extent It exists and for whom, and 

o Evaluates several types of proposed solutions 
according to a number of criteria. 

Whether assisting homeownershlp Is an appropriate 
federal function at all Is, of course, a critical policy 
question. Current policies do provide major encouragement 
to homeownershlp, presumably on grounds that homeownershlp 
furthers such values as family and neighborhood stability 
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and participation in a private-ownership economy. But 
homeownership is a form of private investment and con- 
sumption that policy-makers might not wish to encourage 
over other forms. This paper does not address the broader 
policy question of whether the federal government should 
play any role, since that is clearly a Judgmental ques- 
tion largely not subject to analysis. 
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CHAPTER II CATEOraiES OF BOMEOWHEBS 



The changes in honeownership afford&bility froa 
1970 to 1975 are the subject of this analysis. Changes 
in affordability turn on changes in the relation between 
incones and housing costs for the period under study. 

There is no reasonably satisfactory measure of changes 
in homeownership costs for all homeowners as a single 
group. The patterns of housing costs for distinct cate- 
gories of homeowners are quite different. The three key 
categories studied in this paper are: 

o Families buying a home Cnew or existing) for the 
first time during the period ( first-time buyers ). 

o Families already owning a home who move to another 
during the period ( repurchasers ) . 

o Families already owning a home who remain in place 
during the period C non-movers ) . 

The first- time buyer is confronted by the full spec- 
trum of cost increases— changes in sales price, interest 
rate, property tax, hazard insurance, maintenance and re- 
pairs, and heating and utilities. The repurchaser, 
however, may well find any increase in house sales prices 
reflected in both the sales price of the present house 
and the price of the house to be purchased. The sales 
proceeds can obviously be applied to the purchase price. 
To the extent of the offset, the repurchasing family con- 
fronts increases only in the cost components other than 
purchase price (but Including interest rate changes). 
The non-mover (i.e., the family staying in its present 
house) faces no change in purchase price and interest 
rate (and thus no change in mortgage pajnaent) and is con- 
fronted only by increases in "operating** expenses (prop- 
erty taxes, hazard insurance, maintenance and repairs, 
and heating and utilities). 

Any measure of the experience of all homeowners to- 
gether would involve essentially a weighted average of 
the very different experience of homeowners in these 
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categories. 1/ No available data provide such a weighted 
average. 2/ Furthermore, from the standpoint of public 



1/ The situation is even more complicated than suggested 
in the preceding paragraph. For people who are al- 
ready homeowners (repurchasers and non-movers), the 
rate of overall housing cost increase depends on when 
and at what price and interest rate they originally 
bought their house. For repurchasers, the change in 
value of their original house is an important cost 
change determinant . 

2/ The homeownership component of the Consumer Price 

Index (CPI) does not provide such a weighted average. 
It is fairly close to the cost changes for first-time 
buyers purchasing and operating a mixture of new and 
and existing homes. But it is not really satisfactory 
for measuring that mixed category either (which would 
be better analyzed separately for new and existing 
housing), because: (1) the initial weights established 
for different subcomponents are based in part on the 
experience of repurchasers; (2) heating and utilities 
are not included in the homeownership component, and 
the separate utilities series is for renters and home- 
owners combined; (3) measurements of property tax 
changes are based on a fixed set of houses with no 
adjustments for new construction; and (4) maintenance 
and repair costs are obtained from the costs for a 
very small set of particular goods and services and 
entered with weights established more than 10 years 
ago (as are all the subcomponents). Moreover, the 
lack of public reporting of several of the subcomponent 
series minimizes its usefulness for the analysis con- 
tained in this paper. Therefore, the CPI homeowner- 
ship component is not used in this paper. Other data 
sources are used to trace cost changes for definable cate- 
gories of homeowners, but no measure of cost changes for 
all hom'eowners together is available. The basic data 
used are: National Association of Realtors Existing Home 
Sales Series and Commerce Department Prices of New One- 
Family Houses Sold, for home purchase prices; Federal Home 
Loan Bank Board conventional mortgage rate series, for 
mortgage interest rates; and FHA characteristics for Sec- 
tion 203 homes, for operating expenses (property taxes, 
hazard insurance, maintenance and repairs, heating 
and utilities) . 
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asefvl tc neagare tbe cmp e ri cmee cf mil ^tamttmM i ■ rilga 
t/og^etbcT «fa€£ tbe ezperieaces of dlstisct cates^rles are 
csovK t^ be Tery dlfferest. 

Caaapter III of this paper therefore coapares t&e 
sepmrste cost experiesces of the three kej cAte^orles of 
toi;»iOPaffri vith chsaces is inccti. Iseoaes used are 
those of the popvlstios st large cfT its ace asd inrnf 
suhc^Ottps, rsther thaa of pmrticnlar facaeovBer cateccries. 
beca u s e tmr ioterest is is the ^efi^rml sbility of facllies 
to ester sad stsj is the Tsrions cAtegories rsther thaa 
ia the iacoaes of those vho do. 

Housisc cost sttbooapoBeats (purchase price, iaterest 
rate, etc.j are also aeaaured for the total set of hoases 
ia each case, rather thaa the set of houses actaally beiac 
purchased or lived ia by the particular hoaeovaer cate- 
gories, siace the total set provides a aore reliable 
f a sure of the actual chaages that coaf roat 1ii—?osmi' i b 
(aad iaflueaces their housiag choices aad therefore the 
category ia which they ia fact ead up ) . 

Af fordability chaage differeaces for the various 
hoasovaer categories arise sot froa differeaces ia the 
basic data employed, but froa differeaces ia the set of 
hottsiag cost subcoapoaeats applicable to each group: 
chaages ia all costs for first-tiae buyers, ia all costs 
but purchase price (ia full or ia part) for repurchasers, 
aad ia operatiag ezpeases oaly for aoa-aovers. 

Details of aetbodology are provided ia the Appeadlz. 
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CHAPTER III CHANGES IN HOIIEOWNERSHIP AFFORDABILITY 
FOR CATEGORIES OF HOMEOWNERS 



As stated above, each of three categories of home- 
owners — first-time buyers, repurchasers, and non-movers — 
faces a different set of cost Increases, resulting in 
very different rates of change of overall costs. The 
experience of each of these groups is analyzed separately 
below. In each case, the focus is change in affordability 
between 1970 and 1975, as measured by the change in income 
compared to change in housing costs . The results are 
summarized in Table 9 at the end of this chapter. 

It is important to note at the outset that the re- 
sults are essentially averages . But we know that dif- 
ferent categories of households — classified by such char- 
acteristics as geography, race, and sex of head of house- 
hold — may have faced significantly different experiences. 
The geographical problem is particularly difficult. Be- 
cause of the extremely local nature of housing markets, 
we do not know to what extent lower incomes predominate 
in areas where housing costs are also systematically 
lower. An effort is made to look at affordability for 
people with incomes lower than the median, but it is 
necessarily hampered by lack of knowledge about how 
available cheaper houses are in the areas where low-in- 
come people live. Also, even within the type-of -home- 
buyer categories examined here (first-time buyer, re- 
purchaser, non-mover), there undoubtedly are wide varia- 
tions in experience. Some effort is made to indicate 
within what bounds the stated average results will apply. 



FIRST-TIME HOMEBUYERS 

Approximately 50 percent of homebuyers in recent 
years are purchasing homes for the first time (about 2 
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tnillioD flTBt-tisue buyers in 1974 j- 1/ As of l»7-ft, 
fiearlr two- thirds (a3>aut 46 million) of U.5. bousBbolds 
were iKJtmeovx^rs alremdy. l^is proportion luis 'been 
steadily rising lor 30 years- The first- time hpnnRbiiyers 
come from the remaining one-tiiird of existing houseiiolds 
and from newly formed ikouseiK>Ids. First-time pgrrtiasing 
Is partieularlly common among the grovlag met of bcmme- 
bolds In the 25-34 year age classification, comprising 
nearly balf of first-time buyers (see Ta&le 1). 



JMBl£ 1. FIB87-TI1K fiOHEPUBCSASZaiS BT AGS) OF BSXSSM3LD 
SEMD, 1974 



Age 1^24 26-34 35-44 45-64 65^ 



15.3% 47-11 19.31 15.5% 2.9% 



SOURCE: 1974 Annual Housing Survey, Part D, U.S. Bureau 
of the Census. 

90TE: Age figures for first-time purchaser household 

beads are available only for households with the 
same bead before and after moving. Thus new 
households buying houses immediately after forma- 
tion are not represented in this table. Such 
households comprise about one-fourth of total 
first- time buyers. 



1/ Based on numbers of renters and new households 
becoming homeowners, as estimated in the Annual 
Housing Survey. The estimate overstates first- 
time buyers to the extent that some renters be- 
coming homeowners in a given year will have been 
homeowners at some earlier time. 
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Low -income households are much more likely not to 
be present homeowners (see Table 2), but their low 
incomes also make them less likely to be purchasers 
in a given year. 



TABLE 2. HOMEOWNERSHIP BY INCOME OF HOUSEHOLDS, 1974 





Total 






Income 


Households 


Percent 


Percent 


Group 


(in 1,000s) 


Owners 


Renters 


$ 0- 4,999 


15,653 


48% 


52% 


5,000- 9,999 


16,875 


55 


45 


10,000-14,999 


15,878 


68 


32 


15,000-24,999 


15,519 


79 


21 


25,000 or more 


6.907 


87 


13 



TOTAL 70,832 65% 35% 

Median income $10,831 $12,800 $7,700 

SOURCE: Annual Housing Survey, 1974. 



Actual and potential first-time buyer families have 
experienced fairly substantial decreases in their ability 
to afford homes, as measured by the relationship of 
changes in annual housing costs to changes in incomes. 2/ 
Consider first the first-time buyer of an existing home. 
Assume the buyer family considers purchasing the median- 
priced existing home in each of the years 1970 to 1975, 



2/ Incomes of families, rather than of all households 
(including those made up of single or unrelated 
individuals), are the focus here because families 
are the likely homebuying group. 
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,na '.lat .rs incoae follows the growth path of natlooal 
-eaia.D riailT mcoae. The manual bouslnff cost of anp^ 
, -jti'.zs Thmt haa» ^aortgase payment and operatinir ^^^ 
-recses izcludis^ utilities) increased frai about $2,650 
:n :?70 -:? &3out S4.320 in 1975. That snounted to a 63.0 
ere en r i:icrease for the whole period, for an annual rate 
::.3 rertrest (see Table 3). 3/ This was substantially 
':iscer tsaa zhe increase in median income over the same 
:t«rica. J9.0 percent or a 6.8 percent annual rate. And 
"!e suostastially faster rise of cost than incomes oc- 
. .LTT^c 1= each of the last four years. 



rASi^ 3. aoraiK costs ahd cost chahges for a fibst- 

TIMB HUMBBUIJlH OF AN EXISTDIG aOHE IH EACH 
YKAl 1970-1975 





Annual Housinc 


Monthly Housing 


Percent 




Cost 


Cost 




1970 


S2.648 


S221 


70-71 5.9% 


1971 


2.910 


234 


71-72 9.4 


1974 


3.071 


256 


72-73 11.7 


197J 


3.432 


286 


73-74 14.3 


1974 


3 . 9XS 


327 


74-75 10.2 


19?5 


4,317 


360 


70^^^ 6370% 



SvH.'ttC&d: ?urehase price. !Cati.caal ABsociatxoa of Realtors 
Sxx:»ti:^ 3ome Sales Sen.es. 

tert^a^e interest 
Bo^UNi el feet iv* 
l.^AAj^ ;>«rie<s ir 

*^^x«:i:i£ «MgMieses. ^ram i^ara cre ruftxcs ot 
ytU Sesm.^3 ^C^ :k»e sales is 303 Slatlsrtical 



. nc S-.»c:*; :«:^o> wi-l ^,^: >» siaple sLlri^les af 
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Great attention has traditionally been focused on 
the ability of families, including first-time buyers, 
to purchase new homes. This ability is important in 
terms of construction industry activity, its contribution 
to macroeconomic conditions, and its contribution to in- 
creasing, and improving the housing stock. It is far less 
clear that the government should be concerned whether 
fir St- time homebuyers can afford to purchase new houses 
in particular. The data for changes in their afford- 
ability are nonetheless provided here for comparison. 
Construction costs of new houses (though not necessarily 
the total of all cost components) are probably most 
important to first-time buyer af fordability in terms 
of their impact on purchase prices for existing housing. 
New house prices help to set a limit on prices of exist- 
ing houses, though exact relationships between the 
prices are difficult to establish. 

New-house total costs to first-time buyers have 
risen substantially faster than costs of existing housing, 
and about twice as fast as median incomes in the past 
five years. Annual costs rose from about $2,600 in 1970 
to about $4,750 in 1975, an increase of 82.4 percent for 
an annual rate of 12.8 percent (see Table 4). The ability 
of first-time buyers to afford median new housing 
thus declined very substantially in the period. Note 
further that the annual cost for median new housing is 
$435 greater than for median existing housing. This 
will also have a substantial impact on how affordable 
the housing is to people of various incomes. 
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TABLE 4. 



BOOSIIIG COSTS AHD COST CHMGES FOR A FIBST-TIME 
HOMEBUTER OF A MEDIAN PRICE HEV HOME 





Annual Housing 


Monthly Housing 


Percent 




Cost 


Cost 




1970 


$2,604 


$217 


70-71 6.0% 


1971 


2,761 


230 


71-72 11.3 


1972 


3,072 


256 


72-73 19.2 


1973 


3,662 


305 


73-74 21.2 


1974 


4,437 


370 


74-75 7. 1 


1975 


4,751 


396 


70-75 82.4% 



SOURCE: Purchase price, in Characteristics of New One- 
Family Homes Sold, Construction Report C-25, 
Department of Comnerce. Other costs, see Table 3. 



The median-priced new house seems to have increased 
in quality over the five-year period, since its sales 
price increased somewhat more rapidly than that of the 
Comnerce Department's fixed-quality house 4/ (67.9 per- 
cent versus 48 percent). The changes in all housing costs 
for first- time buyers of the fixed-quality new house 5/ 



4/ Fixed at the average quality of houses built in 1967. 

5/ The median price existing house should not have 

changed too much in quality over the five-year period, 
since new construction, demolition, repair, and 
deterioration would not have great inqpact on the 
quality of the housing stock as a whole in such a 
relatively short period. Of course, there may be 
some additional change in observed sales price be- 
cause of some change in the set of houses being sold 
for whatever reason. But no data are available to 
represent prices of existing housing that is unchanged 
in quality, so that no separate consideration of 
this possible complication was possible. 
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are presented In Table 5a. The rate of cost increase 
is somewhat slower than for the median new house (59.8 
percent versus 82.4 percent). But that rate of increase 
is still very substantially greater than the growth of 
median incomes in the same period, so that first-time 
buyers of new houses again are in a worse "affordability" 
position in 1975 than in 1970. Also, the price of this 
fixed-quality new house is even higher than that of the 
median new house (see Table 5b). As a result, purchasing 
this new house in 1975 costs over $800 more per year 
than purchasing the median price existing house in the 
same year ($5,135 vs. $4,317). 



TABLE 5a. COST CHANGES FOR A FIRST-TIME HOMEBUYER OF A 
FIXED-QUALITY NEW HOME 





Annual Housing 


Monthly Housing 


Percent 




Cost 


Cost 




Change 


1970 


$3,213 




$268 


70-71 5.1% 


1971 


3,378 




282 


71-72 6.2 


1972 


3,589 




299 


72-73 11.9 


1973 


4,016 




335 


73-74 16.0 


1974 


4,659 




388 


74-75 10.2 


1975 


5,135 




428 


70- t5 59.6% 



TABLE 5b. CHANGES IN SALES PRICES OF NEW HOMES 



Median-Price New House Fixed-Quality New House 

1970 $23,400 $28,900 

1975 39,300 42,900 

Percent 

Change 67.9% 48.4% 

SOURCE: Purchase price. Construction Report C-27, 

Department of Commerce. Other costs, see Table 3. 
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Focusing on Income of age groups concentrated in 
the first-time buyer class, we find the same pattern of 
decline in affordability of existing and new houses for 
first-time buyers. Median incomes of families with 25-34 
year old heads of household rose at almost precisely 
the same rate as overall family median income. Incomes 
for this age group rose from $9,853 to $13,659, a 38.6 
percent increase, matching overall median income both 
in level and rate of change to a remarkably high degree. 
Thus first- time buyers in general and in this particular 
age concentration both lost ground in their ability to 
become homeowners. 

Nor is the pattern of affordability for first-time 
buyers substantially changed when families in various in- 
come categories are examined separately. Consider the 
top level of income for each quintile of families (i.e., 
the income below which 20 percent , 40 percent , 60 per- 
cent, and 80 percent of U.S. families' earnings lie). 
Each of the quintile income cut-offs rose at very nearly 
the same rate as the median Income (see Table 6), which 
was the basis for the comparisons above. Thus first- time 
purchasers in all income groups suffered similar declines 
in homeownership affordability. 6/ 



6/ This conclusion assumes that the rate of increase in 
costs of first-time homeownership is the same for 
houses of different qualities (and locations) which 
people of different incomes tend to buy. Good evi- 
dence is not readily available on this assumption. 
But the large difference between income increases 
and median cost increases suggests that the decline 
in affordability would be observed even if fairly 
significant differences existed in rates of cost 
increase. 
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TABLE 6. CHANGES IN FAMILY INCOME QUINTILES, 1970-1975 



Ist 2nd 3rd 4th 

Quint lie Quint lie Quintile Quintile Median 



1970 
1975 

Percent 
Change 



$5,100 
6,914 



35.6% 



$8,320 $11,299 $15,531 $9,867 
11,465 16,000 22,037 13,719 



37.8% 



41. C% 



41.9% 



39.0% 



SOURCE : Incomes of Families and Persons in the United 
States , Department of Commerce. 

NOTE: For use in other calculations, median family 
Incomes were $10,285 In 1971, $11,116 in 1972, 
and $12,051 in 1973. 



Furthermore, the affordability decline is not 
significantly affected by considering incomes net of 
income taxes. It has been suggested that increased 
value of deductions allowed homeowners for mortgage 
interest and property taxes might moderate increases in 
housing costs relative to incomes. Deduction values for 
buyers of median houses have risen from 1970 to 1975, 
because the amount of interest and property taxes rose, 
and because higher marginal tax rates on increased in- 
comes meant greater tax savings per dollar of deduction. 
The relevant measure of affordability, however, is change 
in net of tax income relative to change in housing costs. 
The same increase in tax rates that raised the value of 
deductions also works generally to raise taxes and lower 
net incomes. The result is that for a median-income 
family of four that bought a median-priced existing 
house, net of tax income (given the more valuable deduc- 
tions) rose at very nearly the same rate as gross income. 
Thus, for the first-time buyers, net incomes also rose 
substantially less quickly than housing costs. 
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It ta well worth noting, however, that at least 
throuieh 1974 (the latest available data), the propor- 
t U>ll i>t all households (of two or jnore persons) owning 
X^i^Xr own homes continued to rise (from 67 percent in 1970 
it» 70 percent in 1974), as did the homeowner proportion 
v*t houeeholds with 25-34 year old heads (from 56 9 per- 
^^^«t 4n 1970 to 63.7 percent 7/ In 1974). Apparently 
\^^ dtfordabillty problem for the first-time purchaser 
WH«k AOt 80 great by 1974 to disturb this long-term trend. 
Pwi the situation could worsen with continued cost 
io^reaiies. 

p^HHa OF HOMES ffHO ARE ALREADY HOtJEQffNERS 

Many purchasers of homes are already homeowners 
(Hbout 50 percent in 1973 and 1974). This Is not sur- 
pr tiling, since nearly two-thirds of current households 
w^re homeowners in 1974, and about 2.9 million homeowner 
^ouneholds moved (to another house or a rental unit) In 
the year 1973-1974. 

Changes In housing costs for families already owning 
homes should be thought of as Including Increases in 
all cost components Including purchase price but net- 
ting out year-to-year Increases In the price they can ob- 
tain for their present house. That Increase, after all, 
presumably results from the same forces which Increase 
the price of the next house, 8/ Is obtainable on sale, 
and could be (though It may not necessarily be) applied 
against the purchase price of their next house If desired. 



7/ Age- disaggregated data In the Annual Housing Survey 
" are available only for households with two or more 
persons and both parents present, so that these data 
are limited to that category of households. 

8/ The windfall nature of this Increase, comparable to 
*" the windfall nature of price Increase of the next 
house, argues for the simple offset without Includ- 
ing an opportunity cost of the additional equity. 



16 



Digitized by 



Google 



361 



Consider this example. Assume that a homeowning 
family owns a median-priced existing house in 1970. 
The house increases in price at the same pace as the 
general median-priced house over the period 1970-1975. 
The household considers purchasing another median-priced 
existing house each year. The increase in equity (value 
of home above outstanding mortgage amount) is just enough 
to offset increased purchase prices (neglecting trans- 
action costs and leaving mortgage amount fixed), so that 
cost increases between possible years of purchase derive 
only from changes in interest rates and from operating 
expenses. 9/ The resulting rate of change in total costs 
for the repurchaser is much slower than for first-time 
buyers. 

If the repurchasing family above buys in 1975, it 
faces only a total 27.3 percent increase in homeownership 
cost above 1970 costs. Annual costs increase from about 
$2,650 to about $3,370, an annual rate of increase of about 
4.9 percent (see Table 7). This increase is signifi- 
cantly slower than the rate of growth of median income — 
39.0 percent for the period, 6.8 percent annually. 

Interest rates in 1970 were at a cyclical peak and 
are therefore more crucial here because changes in pur- 
chase price net out. Therefore, it is worth looking at 
the potential repurchaser's experience from 1971 to 1975 
only. In that period, costs increased more slowly than 
median incomes — 24.9 percent compared to 33.4 percent. 
Even for the high-inflation, low- real- growth period of 
1973-1975, increases in costs for the repurchaser were 
outstripped by increases in median incomes. 



9/ If the family wishes to buy a more expensive house 
than its present one, and that house is increasing 
in cost at the same rate, then some cost increase 
will result from net purchase price growth. The 
same is true for a family wishing to buy a new 
house whose price is increasing at a faster rate 
than that of its existing house. 
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TABLE 7. HOUSING COSTS AND COST CHANGES FOR A SECOND- 
TIME HOMEBUYER OF AN EXISTING HOME IN EACH 
YEAR 1970-1975 



Annual Housing Monthly Housing Percent 
Cost Cost Change 



1970 


$2,648 


1971 


2,691 


1972 


2,826 


1973 


3,019 


1974 


3,240 


1975 


3,371 



$221 


70-71 


1.6% 


225 


71-72 


5.0 


236 


72-73 


6.8 


252 


73-74 


7.2 


270 


74-75 


4.1 


281 


70-75 


27.3% 



SOURCE: CBO calculations based on assumptions specified 
in text and data as in Table 3. See Appendix 
for further detail on methodology. 



The repurchaser's present house may rise in value 
less rapidly than the intended next house, even if it 
begins at the same value. But the margin of income 
growth is large enough that the present house need in- 
crease in value only about 75 percent as fast as the next 
house in order for incomes to rise as fast as housing 
costs. Even families wanting to move from a median 
existing house to a median new house face only a moder- 
ately higher increase in cost than in income (50 percent 
versus 39 percent). 

Can repurchasers move to better homes? It is clear 
from the above paragraph that some improvement in house 
quality is possible. To consider the question more 
directly, consider the following example. Suppose again 
that the household in 1970 owns a median-price existing 
house, that it rises in value to 1975 at the same rate 
as the general existing median house, and that the re- 
purchaser applies the equity increase to its next house 
purchase. Suppose also that the family's income 
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increases at the same rate as the median income (though 
it need not in fact have the median level income). 

That family could, with the same share of its income 
applied to housing in 1975 as in 1970, afford to buy a 
house greater in value than the median by 7 percent 
(about $2,300) — an annual rate of growth of about 1.25 
percent in the relation of quality of the affordable 
second house to the original home. And this upward step 
would be available to homeowners no more upwardly mobile 
in income than the general population (traditionally, 
movement to better homes has been associated with a 
family's improved position in the income spectrum), 
even though real incomes in terms of all prices (housing 
and non-housing) remained generally constant. However, 
the rate of improvement in housing quality affordable 
was slower for 1970-1975 than for 1966-1970. The rise 
in median income would have allowed a 1966 purchaser of 
the median house to buy a house about 16 percent more 
valuable than the median four years later, an annual 
rate of about 3.7 percent. 

These results do not change for different income 
categories. As indicated above, incomes of various 
income groups rose at essentially the same rate during 
the period in question, so that the relation of 
changes in incomes to changes in homeownership costs 
is the same across incomes. 10/ 

Thus for the typical household already owning a home, 
the last five years have not been harmful in terms of 
affording a house comparable to their present one. Peo- 
ple may, of course, have been disappointed about their 
limited ability to "move up" to a better home compared 
to their past experience. But they fared better in terms 
of homeownership than for all goods and services in general, 
since median real income remained constant over the five 
year period. 



10 / Given again the assumption that the costs associated 
with different qualities of houses did not vary 
appreciably, with again a substantial margin for 
error. 
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HOUEOWEBS IBO DO WCft MOVE DCRiyC THE PERIOD 

Faallies that already ovned hoees at the start of 
the 1970-1975 period and did not eiove faced no increase 
in aortgage payaents (due to changes in either principal 
or interest). Cost increases confronting non-Bovers 
arose only froa increased operating costs (insurance, 
property taxes, maintenance and repairs, and beating and 
utilities). As a result, the rate of increase in their 
overall housing cost was lover than for BK>vers. 



In particular, hoaeovnership costs for non-Bovers 
who bought aedian-priced houses in 1970 increased only 
22.6 percent over the next five years, for an annual 
rate of 4.2 percent (see Table 8). This was well below 
increases in aedian income. 



TABLE 


8. HOOSIHG 


COSTS AND COST 


INCREASES FOR NON-MOVER 




HOMEOWlfERS, 


1970-1975 










Annual Housing 


Monthly Housing 


Percent 






Cost 




Cost 




Change 




1970 


$2,652 




$221 




70-71 


5.0% 


1971 


2,784 




232 




71-72 


5.6 


1972 


2,940 




245 




72-73 


4.7 


1973 


3,072 




256 




73-74 


2.6 


1974 


3,144 




262 




74-75 


3.4 


1975 


3,252 




271 




70-75 


22. 6t 



S(XJRCE: See Table 3. Because of Imperfections in the FHA 
. operating cost data used, another estimate was 
made for comparison using the 1970 FHA figures as 
a base and CPI component inflators. The result 
was still slower increases in housing costs, 15.6 
percent for the five-year period. 
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Of course, homeowners may have purchased their 
homes well before 1970, so that their mortgage payments 
are lower than those used in Table 8 and increases in 
operating costs thus have more impact on total housing 
costs. However, a nuu-mover making pajrments on ar 
mortgage initially as small as $7 SOO at only 5 percent 
interest will still have had housing: costs rising no 
faster than income in the past five years, provided 
again that the family's income rose as fast as median 
income. This typical non-mover is not decreasing and is 
probably increasing in ability to afford the actual costs 
of its current home. 

Once again, non-movers in various income categories 
generally gained ground in affordability in about the 
same fashion as people following the path of median in- 
come, since income increased at similar rates for all 
categories. 

Particular concern has often been expressed that 
elderly homeowners may have been forced out of their 
homes by rising costs. This does not seem to be the 
prevailing pattern for 1970-1975. Income of families 
with heads over 65 rose 59.4 percent from 1970 to 1975, 
an annual rate of 9.8 percent. Income of unrelated in- 
dividuals over 65 did equally well. Thus income increases 
for the elderly far outstripped non-mover homeownership 
cost increases for recent buyers. Indeed, rates of in- 
come increase for the elderly kept even with non-mover 
homeownership cost increases even in cases where no 
mortgage payments were being made at all. 11 / 



11 / It is perhaps the case that the income increase for 
people already elderly in 1970 is overstated by the 
1975 figures since the latter figures reflect past 
higher incocnes of people becoming elderly during the 
five-year period. Truly satisfartory data to test 
this possibility are not available. Rough-cut 
efforts suggest this is not a substantial effect — 
particularly not large enough to reverse the direc- 
tion of affordability change reported above, because 
of the wide margin between Incoine growth and home- 
ownership cost growth for elderly oon-movers. The 
direction might be reversed for elderly people with 
little or no mortgage payment whose incomes rise 
significantly less rapidly than those of the elderly 
population in general. 
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Thus non-Movers overall and in particular groups 
generally gained ground in homeowner ship affordability 
as measured by growth in income versus growth in cost. 
No doubt some owners grew more "housepoor" over time, 
but that was certainly not the general pattern. 



Table 9 summarizes the results for rates of home- 
ownership cost increase for different categories of ht 
owners in relation to increases in median income and 
general price levels. 



TABUE 9. PZUCEWT CHAIK«E8 III BOCSIRC COSTS, IHOOKES, 
AXD GEJfERAL 001C8U1IEB PUCES. 1970-1975 







Increases 


in Bousinc 


Costs 




■ediaa 
Faaily 






First 


-TiAc Buyers 


BepttT- 

chasers 

(assuBlng 

buyinc 

siallar 

house) 


Ron-Bo vers 






Of Exist lac 
Housinc 

5.9 


Of Mmw 
Bousinc 
(Dot con- 
trolled 
for 
quality) 

6.0 


Of Bew 
Bousing 
(con- 
trolled 
for 
quality) 

5.1 


CPI 


1970-1971 




5.0 




4.3 


1971-1972 


9.4 


11.3 


6.2 




5.6 




3.3 


1972-1973 


11.7 


19.2 


11.9 




4.7 




6.2 


1973-1974 


14.3 


21.2 


16.0 




2.6 




11.0 


1974-1975 


10.2 
63.0 


7.1 
82.4 


10.2 
59.8 


27.3 


3.4 
22.8 


39.0 


9.1 


1970-1975 


38.6 



80UBCE: As in previous tables. 

NOTE: 1970-1975 percent chances are not the suas of annual percent chances, 
since the co«|>oundinc of annual chances produces the five-year 
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CHAPTER IV DOWNPAYIIENTS 



Another key element In homeowner ship affordablllty 
is the ability of potential -homebuyers to make necessary 
downpasrments. Families able to meet monthly pasrments 
may nonetheless not have accumulated sufficient assets 
to meet downpayment requirements. Downpasrments on con- 
ventional mortgages (those not FHA- insured or VA- guar- 
anteed) have averaged around 25 percent of purchase price 
during the 1970-1975 period for both new and existing 
housing, the percentage rising slightly over the five 
years . 

Median house prices have risen faster than income 
(see Table 10); therefore, downpasrments have risen 
relative to income. The typical downpasrment (assumed to 
be 25 percent of purchase price) has risen from the 
equivalent of 58.4 percent of yearly median family in- 
come to 64.4 percent for median existing houses, from 
59.3 percent to 71.6 percent for median newly-built 
homes, and from 73.2 percent to 78.2 percent for the 1967 
average-quality new house. 

The effects of such changes, which are quite moder- 
ate for existing and fixed-quality new houses and sub- 
stantially larger for median new, depend again on the 
category of homeowner in question. 

In general, first-time homebuyers are the families 
that actually face the growth in downpas^ent relative to 
income that Table 10 shows. Assuming they have little 
investment in other assets that might appreciate with 
general inflation, they are confronted by a need to save 
a larger portion of their annual income in order to 
accumulate downpayments, or to wait longer. Indeed, a 
median- income potential buyer family would have had to 
save about 6 percent of gross income during 1975 simply 
to avoid moving further from its downpayment goal. In- 
creased saving during the 1970-1975 period would have 
required some reduction in real consumption (other than 
housing for such a family) since real median income 
remained essentially constant. 
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Families already owning a home, however, should not 
experience difficulty in making downpayments when they 
move — provided that their present homes are sharing in 
the general increase in house prices. Increase in value 
of their present houses provides essentially dollar-for- 
dollar increase in their equity upon sale. At the same 
time, an increase in price in the homes they intend to pur- 
chase probably involves no more than a twenty-five cent 
increase in downpayment for each dollar (assuming 25 
percent downpayments). Thus, for example, if both houses 
started at the same 1970 value, a family's present 
house need increase in value by only 25 percent of the in- 
crease in that of the desired house (existing house prices 
increased 53.6 percent 1970-1975) in order to leave an 
adequate equity for downpayment. Any faster rate could 
provide downpayment for a more valuable next home. 

Non-movers are of course unaffected by downpayment 
problems, and they benefit in the same way as second-time 
buyers if they move in the future. 

FHA- insured loans do provide mortgage financing with 
much lower downpayment requirements than conventional 
financing. Current downpayment requirements in the 
basic, unsubsidized FHA single-family insurance program 
203(b) are only 3 percent for houses valued at $25,000 
or less, plus 10 percent of value in excess of $25,000 
and 20 percent of value in excess of $35,000. Thus 
the median-priced existing house sold in 1975 would have 
required a downpayment of only $1,816 and the median- 
priced new house in 1975 a downpayment of $2,610 under 
FHA financing. 1/ These are only 13.2 percent and 
19.0 percent of median yearly income, far easier to 
accumulate than the conventional financing figures. 
But use of FHA insurance has dropped substantially in 
recent years for a variety of reasons, including ceilings 
on mortgage amounts, application processing delays, and 



1/ These are just slightly lower, as a percentage of 
purchase price, than actual average FHA experience 
in the past. 
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restrictions xm tauLimmm istere^t to leTels belov preT&il- 
Ing market rmtes. Tbe isterest restrictioAS resalt Im 
lenderm ilwrnniUnc *'poiBts" — vlilcfa axe essestially pre- 
paid isterest eaoacb to coapeiisate for the lover rate — 
ia order to aake TEA loaas. If tbe loan is asiSe at 
all. these polsts are geaeralljr paid bj the bayer 2/ 
siaee tbe seller scald otherwise prefer sale to a cos- 
vest looally fissaced costoaer. Tbe result is In effect 
as additiosal d o s spa yent. 



2/ ?HA reciilatioBs prohibit payaent of points by buyers, 
bat they are in fact in general passed on throoci^ 
higher prices to FHA- financed buyers. 
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CHAPTER V COMPONENTS OF HOUSE PRICE INCREASE 



To understand what might be done to slow the growth 
of homeowner ship costs, it is useful to examine increases 
in individual cost components. The analysis here will 
focus on the costs of buying and operating a new home from 
the point of view of first-time buyers, both because that 
allows looking at the full array of components and because 
new home costs are an important determinant of costs of 
existing homes. Of course, people who already own homes 
(repurchasers and non-movers) face increases in only some 
of the cost components, and for them various contributors 
to cost growth will have far different weighting. But, 
since such families on average have not suffered increases 
in costs relative to incomes, the components analysis is 
better directed toward the first-time buyer. 

Tables 11a and lib present the five-year levels of 
and changes in the first layer of cost components for 
median-price new bouses and for 1967 average-quality new 
houses respectively. Results are similar for the two 
house groups. Mortgage interest rates Increased very 
little over the period, even if the calculations were for 
1971-1975 (instead of 1970-1975) to avoid the 1970 cycli- 
cal peak in interest rates. Sales prices increased far 
more rapidly, but less than the rate for each of the 
elements of operating expenses. 

What are the components* proportional contributions 
to the total cost increase over the period? Components 
that account for a large portion of total initial cost 
can account for major shares of cost increase, even 
though they increase at less rapid rates than other 
items. This is particularly true of sales price and 
mortgage interest. 

For the period 1970-1975, sales price increases are 
by far the largest contributor to total cost increase, 
accounting for over 50 percent for median- and fixed-qual- 
ity houses. Property taxes and heating utilities were 
the next largest contributors, at about 15 percent and 11 
to 14 percent respectively (see Tables 12a and 12b). 
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TABLE 11a. CHANGES IH COMPONENTS OF OVERALL HOMEOWNERSHIP COSTS. 
MEDIAN-PRICE NEW HOMES. 1970-1975 



Mortgage 

Pasrraent 

as a Per- Main- Heat 

Total Monthly cent of Inter- Prop- tenance and 

Monthly Mortgage Total Hous- Sales est Insur- erty and Util- 

Cost Payment ing Cost Price Rate ance Taxes Repairs ities 



1970 


$217 


$141 


1971 


230 


143 


1972 


256 


154 


1973 


305 


187 


1974 


370 


224 


1975 


396 


248 



65% 


$23,400 


8.45% 


$5.65 


$31.76 


$12.15 


$26.74 


62 


25.200 


7.74 


10.09 


37.89 


13.20 


26.27 


60 


27.600 


7.60 


6.50 


47.45 


15.88 


31.87 


61 


32,500 


7.95 


7.84 


50.63 


20.82 


38.54 


61 


35.900 


8.92 


13.12 


62.80 


24.00 


45.35 


63 


39,300 


9.01 


10.68 


64.98 


26.45 


46.21 



Change 

1970- 

1975 82.4% 75.9% 67.9% 6.6% 89.0% 104.6% 117.7% 72.8% 



SOURCE: See Table 4. 



TABLE lib. CHANGES IN COMPONENTS OF OVERALL HOMEOWNERSHIP COSTS, 
FIXED-QUALITY NEW HOMES, 1970-1975 





Total 

Monthly 

Cost 


Monthly 

Mortgage 

Payment 


Mortgage 

as a Per- 
cent of 
Total Hous- 
ing Cost 


- Sales 
Price 


Inter- 
est 
Rate 


Insur- 
ance 


Prop- 
- erty 
Taxes 


Main- 
tenance 
and 
Repairs 


Heat 
and 

Util- 
ities 


1970 


$268 


$173 


64.6% 


$28,900 


8.45% $6.96 


$43.25 


$14.89 


$30.05 


1971 


282 


172 


61.0 


30,300 


7.74 


13.06 


50.25 


15.86 


31.41 


1972 


299 


180 


60.2 


32.200 


7.60 


7.79 


56.42 


18.64 


36.28 


1973 


335 


205 


61.2 


35,600 


7.95 


12.03 


52.62 


21.86 


43.72 


1974 


388 


243 


62.6 


38,900 


8.92 


13.12 


62.80 


24.00 


45.35 


1975 


428 


268 


62.6 


42,900 


9.01 


11.43 


73.59 


29.47 


45.23 


Change 

1970- 

1975 59.8% 


54.9% 




48.4% 


6.6% 


64.2% 


70.2% 


97.9% 


50.5% 



SOURCE: CBO computation based on data as in Tables 5a and 5b. 
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Looking at 1971-1975 (again to avoid peak cyclical 
interest rates), sales price's contribution is still by 
far the largest, with mortgage interest now second at 
about 15 to 17 percent and property taxes close behind. 
Heating and utilities and maintenance and repair follow. 



TABLE 12a. 



PERCENT CONTRIBUTIONS OF HOIfEOWNERSHIP CX>ST COMPONENTS 
TO TOTAL COST INCREASES, MEDIAN-PRICE NEW HOMES 



Mortgage Mainten- 
Sales Interest Property ance and 
Price Rate Insurance Taxes Repair 


Heat and 
Utilities 


1970-1975 55.3 6.2 1.0 15.2 8.1 
1971-1975 47.8 15.1 1.3 14.2 7.8 


13.9 
14.1 


SOURCE: CBO computations based on data as in Table 4. 

TABLE 12b. PERCENT CONTRIBUTIONS OF HOMEOWNERSHIP COST COMPONENTS 
TO TOTAL COST INCREASES, FIXED-QUALITY NEW HOMES 


Mortgage Main ten- 
Sales Interest Property ance and 
Price Rate Insurance Taxes Repair 


Heat and 
Utilities 


1970-1975 55.2 6.3 1.3 15.3 10.0 
1971-1975 47.9 17.1 -.5 16.0 9.3 


11.1 
9.5 



SOURCE: CBO computations based on data as in Tables 5a and 5b. 



Because sales price's contribution is so much more 
significant than the others, it is worth looking at its 
subcomponents. Unfortunately, there are data deficiencies 
for some subcomponents. Probably the best breakdown is 
that of the National Association of Homebuilders for 1970- 
1974 (updating has been discontinued because of data prob- 
lems, particularly for land and profit-and-overhead) . 
The data are provided in Tables 13a and 13b. 
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TABLE 13a. 



CHANGES IN SHARE OF MAJOR COST ITEMS FOR A TYPICAL 
SINGLE-FAMILY HOUSE 



1. Hard Cost* 



Labor 
Material 



Fourth Quarter 1970 Fourth Quarter 1974 



Land 
Financing 
Overhead k Profit 
Other Cost 



$13,188 
(4.198) 
(8.990) 
4,925 
1,580 
2,940 
1,667 



Percent 
Distri- 
bution Cost 

54.3 $18,040 

(17.3) ( 5.820) 

(37.0) (12,220) 



20.2 
6.5 

12.1 
6.9 



7,958 
3.917 
4.513 
2.872 



Sales Price $24,300 



100.0 $37,300 



Percent 
Distri- 
bution 

48.4 
(15.6) 
(32.8) 

21.3 

10.5 

12.1 
7.7 



100.0 



Percent 

Change 

1970-1974 

36.8 
(38.6) 
(35.9) 

61.6 
147.9 

53.5 

72.3 



53.5 



*See Table 13b for bard cost breakdown. 
SOURCE : 



Line 3: 



Line 5: 



Hard cost derived from major cost items in NAHB's Construction 
Coiponents Cost Data in fourth quarter 1970 and fourth quarter 
1974. These hard costs reflect a tract-built home of the type 
associated with FHA/VA construction. Hard cost data were 
adjusted to the median price of all homes sold as published by 
the Bureau of the Census, U.S. Department of Conmerce, in 
New One- Family Homes Sold and For Sale . Series C-25. The 
Census Bureau's fourth quarter 1970 median sales price was ad- 
Justed upward to be in line with hard cost data for that period. 
Detailed hard cost data are included in Table 12b. Labor and 
Materials based on a study from the Bureau of Labor Statistics, 
U.S. Department of Labor, entitled Labor and Material Require - 
ments for Construction of Private Single- Family Houses . 1972. 
Bulletin 1755. 

Land cost is based on Census Bureau data published in Series 
C-25. However, fourth quarter 1974 land cost was adjusted up- 
ward by using FHA 203(b) cost per square foot data from the 
Division of Research and Statistics, Housing Production and 
Mortgage Credit-FHA, U.S. Department of Housing and Urban 
Development. FHA Trends of Home Mortgage Characteristics ; 
data from NAHB's Builders Economic Council Surveys; and unpub- 
lished land cost data from the NAHB Home Owners Warranty Program. 

Financing cost was based on the prevailing cost of financing 
at given periods, and reflects the higher cost of construction 
money rather than the cost of end mortgages. 

Overhead and profit were derived from what FHA typically allows 
in individual cities, and from Horwarth and Horwarth, Builders 
Second Cost of Doing Business (NAHB. 1975). 



Other cost included the cost of marketing, servicing, 
incidental and indirect costs. 



and other 



30 



Digitized by 



Google 



376 



TABLE 13b. HARD COST AVSHAGB 


COM8TR0CTION 


oocrrs for single-family 


DETACUKD HOUSING AND 


PERCENT DISTRIBUTION 








Fourth Quarter 1970 


Fourth Quarter 1974 










Percent 




Percent 


Percent 








Distri- 




Distri- 


Change 




Cost 
$ 185.84 




bution 


Cost 
348.43 


bution 


1970-1974 


Excavation 


1.4 $ 


1.4 


33.7 


Masonry 


596.47 




4.5 


1,157.68 


6.4 


94.1 


Concrete 


911.80 




6.9 


1.446.35 


8.0 


58.6 


Lumber 


2.035.59 




15.4 


3.056.00 


16.9 


50.1 


Hardwood Flooring 


495.80 




3.8 


753.06 


4.3 


51.9 


Millwork 


1.381.29 




10.5 


1.838.26 


10.2 


33.1 


Carpentry Labor 


1.406.75 




10.7 


1.837.05 


10.2 


30.1 


Roofing 


414.31 




3.1 


456.45 


3.5 


10.8 


Gutters 


136.98 




1.0 


127.30 


.7 


-7.1 


Lath. Plaster 














k Dry wall 


969.28 




7.3 


1,050.02 


5.9 


8.8 


Tilework 


259.42 




2.0 


313.60 


1.7 


20.9 


Floor Covering 


535.16 




4.1 


605.14 


3.4 


13.1 


Electric Wiring 


415.99 




3.2 


658.13 


3.7 


58.2 


Lighting Fixtures 


86.42 




.7 


167.72 


.9 


94.1 


Plunbing 


1.281.45 




9.7 


1.558.96 


8.7 


31.7 


Heating 


652.20 




4.9 


870.69 


4.8 


33.5 


Painting 


662.29 




5.0 


743.37 


4.1 


13.3 


Insulation 


202.38 




1.5 


285.05 


1.6 


40.8 


Hardware 


121.69 




.9 


252.53 


1.4 


107.5 


Appliances 


204.30 




1.5 


241.61 


1.3 


18.3 


Incidental Coat 


233.35 




1.8 


367.80 


2.0 


57.6 


Total Cost 


$13,188.75 




100.0 $18,040.10 


100.0 


36.8 


SOURCE: National 


Association 


of 


Home Builders. Construction Components 


Cost Data 
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The largest subcomponents are material, land, and 
labor in that order. All rose in cost faster than median 
income or the Consumer Price Index in that four-year per- 
iod. However, none of these individually has a very great 
effect on housing costs. Suppose, for example, that land 
prices held steady for the whole 1970-1974 period. A mortgage 
for a first- time buyer of a new home would have been re- 
duced by only $240 a year out of $4,415. Thus, the pro- 
portion of decrease is only 5.4 percent for a complete 
elimination of increases in land cost for four years. 

The comparable effect of holding all labor costs 
fixed is about half as large. And the effect of fixing 
lumber costs — lumber being the largest single component 
of hard cost and of materials — at 1975 levels is only 
about one- third as large. The second largest single 
impact is actually from construction financing costs, 
which have moderated since 1974. The problem then is 
the inflation of all the separate costs, rather than 
the unique escalation of one or a few costs. 
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CHAPTER VI THE POTENTIAL OF FEDERAL ACTION TO IMPROVE 
AFFORDABILITY 



AFPORDABILITY STANDARDS 



It is necessary for discussion to define a home- 
ownership-affordability standard toward which federal 
action might be directed, but any such standard should 
be viewed with caution. An often used rule of thumb has 
been that housing should cost 25 percent of current annual 
income (for homeowners and renters), but such a single 
standard has many shortcomings. For example, the re- 
maining 75 percent of income clearly provides for very 
different levels of material well-being for people of 
different income levels. Furthermore, individuals make 
quite different incomes at different stages In life, and 
they may well expect to (and do) pay higher percentages 
for housing during their first years as independent house- 
holds and again in retirement years. 

For discussion purposes here, we have selected a 
nearly equally arbitrary standard: the ratio of (a) cost 
paid by the median first-time buyer for the median house 
sold in 1970 to (b) median 1970 family income. This 
figure was just under 27 percent for both new and exist- 
ing homes. 1/ The prime reason for the choice is that 
this paper's analysis is directed toward the perceived 
problem of decline in homeownership af fordability during 
the first five years of the 1970s. The problem, when 
defined as change in af fordability for the worse, has 
been found to be confined primarily to first-time buyers 
(plus those lagging behind the general population in 



1/ The typical buyer of the median-priced house may have 
income greater than the median. Still, our standard 
is close to the traditional rule of thumb. Probably 
more important, it serves largely as a base from which 
to consider change, rather than as an af fordability 
"cut-off," so that it provides a useful approximation 
for non-median income and housing price cases in which 
rates of change have been similar to that of the medians. 
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income growth or increase in bone value). And the concern 
for losses in recent years suggests using 1970 as an ini- 
tial base. We sball consider tbe mecbaniams and costs 
of returning bomebuyer families to tbat 1970 standard. 

As a result of cost increases exceeding incone grovtb, 
potential first- time purchasers of median income have seen 
tbe share of their income required to buy and operate the 
median existing bouse rise from 26.85 percent to 31.45 per- 
cent from 1970 to 1975. Tbe comparable rise for median 
new homes is from 26.39 percent to 34.63 percent. These 
increases are substantial enough to make the difference 
in some cases between home affordability and non-afforda- 
bility, though there is a wide distribution of house 
prices below tbe median (particularly for existing bouses) 
that may well still be in range. The distribution ques- 
tion is extremely difficult to address because of geo- 
graphical differences in both prices and incomes. 

For second- time purchasers (originally purchasing 
in 1970), the annual cost-income ratio declined from 
26.85 percent to 24.58 percent, and for non-movers (also 
originally purchasing in 1970) the decline was to 23.70 
percent. 

Tbe affordability problem for people with lower 
than median incomes is more acute. A family in the 40th 
percentile of incomes (about $11,465 in 1975) already 
needed about 30 percent of income for housing to be a 
first- time purchaser of the median existing house 2/ 



2/ As indicated previously, it is extremely difficult 
to know what price of house to compare to incomes of 
lower-income people. Public policy certainly might 
be to encourage and assist lower-income people to pur- 
chase a house at less than the median price. A key 
question is whether houses much cheaper than that (and 
still in satisfactory condition) are available in tbe 
geographical areas in which particular sets of lower- 
income people live. Clearly in some cases the answer 
will be yes (and indeed for some of these our defini- 
tion of lower-income families will fail for lack of 
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in 1970, and this rose to 38 percent in 1975. The 1975 
figure could be reduced to the same 31.5 percent experi- 
enced by the median- income family if a 25 percent cheaper 
(than the median) house could be found. For a family in 
the 20th percentile of incomes (about $6,914 in 1975), the 
1970 percentage was 50 percent and the 1975 percentage 62 
percent. For both these lower-income groups, homeowner- 
ship affordability was already a problem at the start of 
the decade. At least for the 20th percentile group, the 
deterioration since 1970 is largely irrelevant because 
first-time homeownership was already substantially ruled 
out. 



IMPORTANT POLICY CRITERIA 

In order to Judge the usefulness of policy alterna- 
tives In dealing with housing affordability problems, 
the following criteria can be used: 

o What types of homeowners /homebuyers are assisted 
(first- time purchasers, repurchasers, non-movers)? 

o Is the alternative likely to have substantial 
impact on housing costs? 

o Is the impact sustainable? 

oi What is the income distribution of the people 
helped by the program? 



adjustment to local price differentials), and in 
other cases a comparison of incomes against lower 
house prices will imply major relocation. In areas 
where local controls permit, manufactured homes 
("mobile" homes) offer a substantially less costly 
alternative form of ownership. But these homes 
tend to last shorter periods and depreciate in value 
over time (at least until recently), so that the 
kind of alternative they offer is quite different. 
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o What are the budget impacts for the federal govern- 
ment? 3/ 

o How is housing construction activity affected 
by the alternative? 

The criteria are selected to reflect both continuing pub- 
lic concerns and the foregoing analysis of affordablllty. 



POLICY OPTIONS 

The federal government seems to have a fairly limited 
number of types of options In attempting to Improve home- 
ownership affordablllty. These Include: 

o Changes In macroeconomlc policy 

o Actions to limit Increases In specific components 
of housing costs 

o Homeownershlp subsidies 

o Alternative forms of mortgage Instruments 



3/ Budget Impacts are presented below primarily In terms 
of costs per housing imlt. Aggregate budget costs 
are difficult to specify for several reasons. In 
many cases, data are not available on the number of 
eligible potential participants for a given program. 
Second, there is usually no basis on which to estimate 
the share of ellglbles who would participate in a 
given subsidy program. Third, and most Important, 
the programs generally envisioned are not entitle- 
ment programs, so that Congress controls aggregate 
costs, by Itself choosing the number of families 
it wishes to assist based on unit costs and other 
considerations. 
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The Congress does, however, have wide latitude in 
choosing budget levels for homeownership support. Obvious- 
ly the great variety of macro policies have very different 
budget impacts (and probably very different impacts on 
affordability) . Homeownership subsidies and other housing- 
specific assistance are generally not in the form of en- 
titlement programs, so that the Congress can choose any 
desired funding levels directly based on costs per family 
and other considerations. The following sections attempt 
to assist decisions about type of homeownership policies 
and level of funding, by examining options in terms of 
the above criteria (including per unit costs where 
possible) . 



Changes in Macroeconomic Policy 

Clearly, one highly desirable option would be to 
improve the rate of growth of money incomes relative to 
prices generally — which almost certainly would slow the 
rate of price increases of homeownership cost components 
relative to income. This could be accomplished through 
any combination of increased income growth and decreased 
inflation, both obviously desirable on many other grounds. 
The cost component analysis in Chapter V reveals growth in 
sales price is the chief source of overall homeownership 
cost increase, but that no single subcomponent is impor- 
tant enough the give much price relief by concentrated 
effort to slow its cost rise alone. In addition, federal 
policies probably have very limited impact on land prices, 
wage rates, or most materials prices. The macroeconomic 
approach seems therefore particularly important, with 
action on particular subcomponents taken to try to limit 
their cost increases to that of the general price level. 

Success in raising income growth relative to infla- 
tion would assist all three major categories of home- 
owners. It could certainly have substantial impact on 
housing costs in relation to income. To the extent that 
the successful macro policy is itself sustainable, the 
favorable effect on homeownership would certainly be 
sustained. People at all income levels would be aided, 
and policies which decreased unemployment would be partic- 
ularly beneficial to low-income people's ability to 
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omn bomes, Budget linpftcts &re beaTlIj depcodent on tlte 
tiuuirf>econcM±c strategy pursued. If decreased fjtflattoa 
is a part of the macro effects, houatu^ caastnxcttoit 
activity should be spurred both by improved affordabllitj 
aAd perhaps by lower interest rates. 



Actlofts Directed Toward Etouslng Cost Subcompoiiegts 

Altbou^ ifiterest rates have cliinbed relatively slowly 
la the last fire years, interest still is a major cost 
element of honeownership. In addition, the federal goTem- 
ment has substantial impact on mortgage market interest 
rates through monetary policy, regulation of lenders, and 
the activities of government and government -sponsored lead- 
ing and mortgage- supporting agencies. These last inelode 
FHA and VA as mortgage insurers; HUD and Farmers Home Admin- 
istration as direct lenders; and onCA, F!CXA, auid FHLMC as 
purchasers of mortgages from original lenders. 4/ 

Thus actions to lower mortgage interest rates present 
themselves as an attractive set of federal policies to 
Improve homeownersbip af fordabillty, for both first- time 
buyers and repurchasers. However, the interest rate re- 
ductions required to return median. income families even 
to their 1970 ability to afford the median house (as 
first- time purchasers) are quite substantial. A one per- 
cent reduction in mortgage interest rates would have 
reduced 1975 monthly housing costs for the median existing 
house by $18 from $360 to $342. Market interest rates for 
mortgages on existing homes would have to fall from over 
9 percent presently to about 6.25 percent in order to give 
such families 1970 affordability. Such interest rates 
have not prevailed since 1967. For median new hones, the 
required reduction would be from 9 percent at present 



4/ For a detailed description of these agencies' 
" activities, see C60 Staff Working Paper, Housing 

Finance: Federal Protgrams and Issues . September 1976. 
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to Just over 3.9 percent, lower than any time during the 
last 20 years./ 5/ Mortgage interest rates required to 
bring homeownership into reach of lower-income households 
are significantly lower still, so that general lowering 
of rates would mainly benefit middle- and upper-income 
households. 

Substantial reduction of market mortgage interest 
rates is not a simple matter. The monetary policies that 
might be used to attempt the reduction could fuel new in- 
flation, aggravating the rise in other homeownership 
costs and impeding the fall in interest rates. In addi- 
tion, if the rate of growth of other costs continued to 
exceed income growth, ever lower and more unrealistic 
interest rates would be required to hold af fordability 
steady. A more promising approach would be to aim for 
modest decreases in mortgage interest rates along with 
greater growth in income relative to prices. The budget 
impacts of such an approach again vary widely with the 
particulars of actions undertaken. Lower mortgage in- 
terest rates should contribute substantially to new 
construction. 

As indicated in the discussion of macroeconomic al- 
ternatives, the potential impact of slowing increases in 
cost subcomponents other than interest is quite limited, 
both because no subcomponent is a very substantial share 
of housing costs and because federal control over such 
costs is quite limited. Policy levers (actual and poten- 
tial) are largely regulatory (forest-cutting limitations, 
wage guidelines including Davis-Bacon requirements, fuel 
price controls), and the ability to use them is further 
constrained by market forces and non-cost considerations. 



5/ Some of the policies that would lower mortgage in- 
terest rates would also serve to reduce the cost of 
shorter-term construction financing, thereby lower- 
ing the sale price of new housing and perhaps in- 
directly of existing housing. To the extent that 
that occurs, the required mortgage interest reductions 
would be smaller. 
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Which group of homeowners would be aided is, of course, 
dependent on which price subcomponents receive emphasis, 
but no one would benefit greatly unless action were taken 
on many of the subcomponents simultaneously. While a 
full discussion of actions to reduce subcomponent cost 
increases is beyond the scope of this paper, it seems 
most likely that actions can most reasonably be directed 
toward limiting subcomponent increases to near the general 
inflation rate while concentrating on reducing overall 
inflation. 



Homeownership Subsidies 

A further federal alternative already employed is 
subsidizing of home purchase. This has proceeded largely 
through subsidization of interest rates — either annually 
through payment of part of a buyer's mortgage payment 
(e.g.. Section 235), or in one lump sum by agreeing to 
buy below-market loans at above-market prices from private 
lenders who agree to make them, and then reselling them 
at a loss (GNMA "Tandem" programs). 6/ The fact that 



6/ Of course the largest federal homeownership subsidy 
by far arises through the income tax deduction for 
mortgage interest and property taxes (about $8.2 
billion in 1976). This tax expenditure is not 
given extensive treatment here, largely because 
major changes in it are not under immediate active 
consideration. Suggestions to limit the maximum 
size of the deduction, to restrict it to one home 
per taxpayer, or to convert it to a tax credit would 
reduce benefits to the wealthy. But such plans would 
have little impact on the homeowners discussed in 
this paper. A suggestion under longer-term con- 
sideration, but with a politically cloudy future, 
is to eliminate the deduction. A median-income 
family of four buying a median house in 1975 would 
have suffered an increased tax burden of about $580 
had the deduction not existed. 
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these are viewed as Interest subsidies is really incidental, 
except sometimes as a means of determining subsidy amount. 
Subsidy payments in the same amounts could be made to the 
buyers and called general homeownership grants or some 
other name. 

Subsidy amounts required to restore 1970 af fordability 
(again for first-time buyers) are quite substantial. At 
the end of 1975, the annual subsidy cost for a median- in- 
come purchaser of the median existing house would have 
been about $635. The one-shot "tandem" loss would have 
been about $5,090. 7/ For a purchaser of the median new 
house, annual subsidy cost would have been almost double 
at $1,126 with "tandem" cost of about $9,650. And, of 
course, the costs would have to increase further to com- 
pensate for future declines in incomes relative to housing 
costs if those were to occur. 

It is highly notable that current Section 235 and 
recent "tandem" programs were not to be used for exist- 
ing houses (except substantially rehabilitated houses 
under Section 235). This increases their value as con- 
tributors to housing construction activity and macro- 
economic goals. 8/ ; But it greatly increases the costs of 
using such programs to improve homeownership af fordability, 
because of the higher noninterest costs of newly built 
homes. Actual unit cost of Section 235 was $850 per 
year and of GNB4A Tandem $1,819 (one-time cost) in 1976. 

It is also important to note that the current pro- 
grams are in no way restricted to first-time purchasers. 



7/ Assuming 25-year mortgage with expected actual life 
of 12 years, 75 percent of sale price. 

8/ Programs subsidizing purchase of existing homes could 
encourage construction of new homes by Improving the 
resale market for homeowners who wish to sell their 
present home and move to a newly constructed one. 
But this construction impact would probably be small 
compared to the effect of providing subsidies for 
new-home purchase only. 
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Abs«ac« of such a restrictios also helps aeet ascro- 
ffconomic (oals. But since our &Asljsis sbovs that people 
a i ready ovaiac hots have sot been losing ground in the 
1970s, at least is general, subsidy programs designed in 
rhe Tizirtt specifically ts deal with af fordability probles 
•Bight well be targeted to first-ti»e purchasers. 

A third important note is that households with lover 
than median incoaes require much deeper subsidies. A 
family at the 40th percentile of incomes in 1975 could 
afford (with 26.85 percent of income) to buy the median 
existing house only with a $1,235 annual subsidy (equi- 
valent to a 3 percent interest rate). 9/ A family at 
the 20th percentile could afford that bouse only with a 
$2,450 annual subsidy, which in a "interest subsidy** 
program would imply a rate substantially less than 2sero. 
The current Section 235 program is really only reachable 
by families Just below median income (i.e., 90-95 per- 
cent of median income) if at all, in most places (based 
on house prices actually experienced and required family 
contributions); and the Tandem programs, involving in- 
terest rates at seven and one-half percent and up, are 
even less accessible to low- and moderate- income people. 
Thus funds spent on modest homeownership affordability 
subsidies are very unlikely to go to low and moderate 
incofne people. 10/ 



9/ More current calculations are precluded by lack of 
data on family incomes during 1976. 

10/ See CBO paper, Housing Assistance for Low- and 
Moderate- Income Families , (January 1977) for an 
extended discussion of alternative means of 
assisting low-income people. 
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Alternative subsidy programs could be targeted 
differently from Section 235 and GNMA Tandem programs. 
Without requiring basic changes in program form, the sub- 
sidies could be restricted to purchasers of existing 
rather than new homes, and/or to first- time homebuyers, 
and/or to people of lower incomes (of course involving 
higher per unit costs). Such restrictions might more 
directly address the issue of homeownership af fordability, 
although with costs in terms of such other objectives 
as construction stimulus and mobility. 



Alternative Mortgage Instruments 

A final major alternative to improve affordability 
is the use of various graduated payment or deferred pay - 
ment mortgages. The former provides lower monthly pay- 
ments in early years and higher payments in later years 
of mortgages, contrasted to the level-payment mortgage 
now in common use. This pattern allows the homebuyer 
family to take advantage of the fact that inflation will 
tend to increase its income over time (particularly for 
the young, first-time purchaser) while mortgage principal 
and interest rate will be fixed. While there are dis- 
advantages in slow initial build-up of equity and some 
risk of future incomes falling short of expectations, the 
plan has the powerful advantage of improving affordability 
for the key first-time purchaser group without involving 
direct federal expenditures. (Some tax expenditures would 
be involved because of larger interest costs that slower 
equity build-up would create, and government insurance of 
the mortgages could result in outlays later.) Various 
forms of such mortgages have been proposed, with legisla- 
tion required if the loans are to be federally insured 
(e.g.. Senator Brooke's proposed S. 3692), and permission 
from regulatory agencies required for lenders to make 
some types of loans. The Ford Administration proposed 
a plan to provide insurance for a limited number of such 
mortgages under Section 245 of the National Housing Act. 

Graduated payment mortgages could be available to 
buyers of existing as well as new homes, and to first- 
time buyers as well as others. Targeting may not be 
important from a federal viewpoint if public costs are 
minimal, but if the insurance costs prove substantial, 
it might be desirable to limit availability to first-time 
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buyers and/or buyers of existing houses, with the latter 
as always affecting impact on new construction activity. 
Graduated payment mortgages would be of limited use to 
lower-income people, since if initial payments were to 
be lowered enough to enable them to afford homeowner- 
ship, the rate of increase in payments required to meet 
their full obligation over the mortgage term might well 
be higher than reasonable expectations of income growth, 
except for the roost upward mobile. 

Deferred payment mortgages involve partial payment 
of mortgage costs by the federal government in early 
years, with later repayment with interest. The advan- 
tages and disadvantages are quite similar to those of 
graduated payment mortgages, with the important exception 
that substantial government outlays are required at the 
outset. In terms of current budget outlays for such a 
program, the annual cost per unit to reach any particular 
affordability standard is initially the same as for an 
ordinary direct subsidy discussed above. This is because 
no significant repayments of the government's payments 
would be made until later years. Thus, for example, 
the cost of returning a median income, first-time home- 
buyer's family to its 1970 ability to afford a median 
price house would again be $635 a year. The long-run 
net cost of deferred payment mortgages should be zero. 
Once the government's payments had been in operation for 
a number of years, annual total outlays should be zero, 
since repayments on previously made loans should offset 
federal expenditures on new loans (assuming program size 
was unchanged). These outlays might again best be tar- 
geted to first-time buyers, with the focus on existing 
housing if affordability rather than construction stimu- 
lus is the goal. Low-income people would again not bene- 
fit unless the early government contributions were ex- 
tremely large, and even then might not be able to handle 
the later payments. 

Downpajrroent affordability can be improved by im- 
proving income to price increase ratios (macroeconomic) , 
subsidizing downpayments, or reducing downpayment re- 
quirements. The macroeconomic approach is in concept 
obviously the same for downpayments as for annual costs. 
The subsidy approach probably should be restricted to 
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first-time buyers because of the effects of sales price 
increases on downpayment ability of families who are 
already homeowners, as explained in Chapter IV. Required 
downpayment s are already very low for FHA- insured loans. 

Changes in the FHA program might expand its use and 
thus provide relatively low downpayments to some home- 
buyers. The major problem with such an approach is that 
potential homebuyers with relatively low income, who need 
aid in meeting downpayment requirements, would be hard 
pressed to meet the enlarged monthly mortgage payments 
that low downpayments necessarily produce. For example, 
for a 30-year loan at an 8.5 percent interest rate, the 
reduced downpayment on a median 1975 new house results in 
additional annual payments of $660, an increase of nearly 
15 percent in total annual housing outlays over costs 
with a 25 percent downpayment. Comparable problems apply 
to VA and Farmers Home Administration programs involving 
low downpayment loans. 

Table 14 summarizes the impacts of major policy types 
according to the criteria suggested to evaluate measures 
to improve af fordability . 
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TABLE 14. SUUHARY OF POLICY IMPACTS 



Types of 
Alternatives 



Type of Boae- 
ovner Assisted 



Impact on 
Bousing Costs 



Sustalnablllty 
of lapact 



Macroeconoalc 
efforts to In- 
crease Incoaes 
relative to 
general price 
levels 



Potentially 
substantial 



Blgb 



Lowering on rt gage 
Interest rates 



First -time buyers 
and repurchasers 



Potentially 
substantial 



Difficult to sus- 
tain, particularly 
If trying to off- 
set continued rise 
In costs relative 
to incomes 



Curbing increases 
in prices of 
other housing 
cost subcomponents 



All , depending on 
which subcompo- 
nents 



Very limited 
for any given 
subcomponent 
alone 



Subsidies 
Section 235 

GNMA Tandem 

Alternative sub- 
sidies targeted 
to first-time 
buyers and/or 
existing housing 
and/or lower- 
income people 



Purchasers of new 
homes, first-time 
or repurchasers 



Modest , because 
subsidies not 
too deep 



Potentially limited Depends on 

to first-time pur- subsidy 

chasers and/or level 
existing housing 



Limited In case 
of continuing 
price rise rela- 
tive to Income 



Limited In case 
of continuing 
price rise rela- 
tive to Income 



Graduated and 
deferred payment 
mortgages 



All but non-movers, Moderate, be- 



Llmlted In case 



but could be lim- 
ited to first-time 
buyers and/or ex- 
isting homes 



cause substan- of continuing 

tially lowered price rise 

initial payments relative to 

require rapid Incooie 
increase 



a/ Actual annual per unit cost for units reserved In 1976. 

b/ Actual one-time cost per unit in 1976. 

c/ Estimated first-year cost for program to return median Income first- 
time purchaser of existing bousing to 1970 af fordablllty position as 
of 1975. 
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TABLE 14. SUmiAST OF POLICY IVACTS (coatlaiMd) 



lacoae Olstributloa 
of People Assisted 



Effect OB 

Houslnc Coast ruction 



Budcet 
lap acts 



All incoae groups. 
and perhaps partic- 
ularly lover- iacoae 
people 



SlgBlficaatly 
favorable 



Depeads oa 
■ecbaalsaw used 



Mainly middle- and 
upper-, since lover- 
incoae people cannot 
afford to becoae boa^- 
owners witbcut deeper 
assistance 



Significantly 
favorable 



Depends on 
■echanisaw used 



All. depeading ob 
subcoflf>on«Bt 



Liaated because of 
limited cost impact 



Depends on 
mecbanisms used 



Limited largely to 
middle- and upper- 



Potent ially including 
lower- and moderate- 
income if deeper 
subsidies 



Favorable, but 
often subatitutes 
for activity which 
would occur anyway 

Limited, if 
directed away 
from new 
construction 



$ 850 a/ 

$1,819 b/ 

$ 635 c/ 

or 
$1,235 d/ 



Middle- and upper- 
incoBw, and upwardly 
mobile moderate- 
income 



Depends on 
targeting 
toward or away 
from new hone 
purchasing 



Deferred 
$635 e/ 

Graduated : 
some tax ex- 
penditures 
and insurance 
costs 



d/ Estimated first-year cost for program to move first-time purchaser 
at 40th percentile of income distribution to 1970 affordability for 
median income buyer, as of 1975. 

e/ As in footnote c/, but note that in later years subsidies would 
be repaid. 
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APPENDIX METHODOLOGY 



Methods of analysis are provided below, labeled 
according to the Chapter of the body of the paper in which 
they were used. 



Ill FIRST-TIME HOMEBUYERS 

Changes in costs for homebuyers were computed as 
follows. House prices for each year were obtained from 
National Association of Realtors Existing Home Sale 
Series (existing houses); Construction Report C-25, 
Department of Commerce (median price of new houses); 
Construction Report C-27, Department of Commerce (fixed- 
quality new houses). (Note that only the last series is 
limited to houses sold under FHA. ) 

Mortgages were assumed to be 75 percent of purchase 
price for all house types in each year (close to averages 
for conventionally financed houses). No opportunity 
costs from downpayments were imputed. Separate mortgage 
interest rates for existing and new homes were obtained 
from Federal Home Loan Bank Board series for effective 
conventional rates (including discounts, fees). Mort- 
gage term was fixed at 25 years (again close to actual 
averages). From these components, mortgage payments were 
computed. 

Operating costs (hazard insurance, property taxes, 
maintenance and repair, and heating and utilities) were 
obtained from Specific Characteristics of FHA Section 203 
homes sold, using average costs for homes of the corre- 
sponding price in each year, available separately for new 
and existing housing. They were simply added to mortgage 
payments to obtain total housing costs. 

Income patterns against which these were compared 
were those of all families in the population (or subcate- 
gories by income or age). These were not limited to 
families who actually were first-time buyers in a given 
year, because the intent was to examine changes in 



51 



Digitized by 



Google 



393 



affordability for all potential and actual buyers. The 
incomes of actual buyers would provide biased representa- 
tions. 



Ill BUYERS OF HOMES WHO ARE ALREADY HOMEOWNERS 

With one key exception, the data, assumptions, and 
means of basic housing cost analysis were the same for 
second-time buyers as for first-time buyers of existing 
houses. The exception is the assumption that the mort- 
gage principal stays fixed over time for the repurchasers, 
as a result of the assumptions (a) that the value of 
their previous house increased its sales price in the 
same amount as the sales price of their next house, 
and (b) that that capital gain was (at least could be) 
applied to the new downpayment. 

The analysis of repurchasers' ability to move up to 
a better house involved simply (a) the computation of 
total housing cost which a fixed share of their income 
could pay, and then (b) the trial-and-error discovery 
of the house price for which that dollar amount covered 
all housing costs. 

Incomes were again of all families (or again sub- 
groups by income, etc.) rather than those of actual 
repurchasers in a given year. 



Ill HOMEOWNERS WHO DO NOT MOVE DURING THE PERIOD 

Rates of cost change for non-movers were based 
initially on the assumption of the homes being purchased 
in 1970 (and otherwise using data and assumptions as for 
first-time homebuyers). The house sale price and interest 
rate (presumably from more distant past purchase) which 
would result in income and total housing costs moving at 
the same rate from 1970 to 1975 were computed by trial 
and error. 

Incomes were again for all families, rather than 
for non-movers alone. 
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IV DOWNPAYMENTS 

The analysis of downpayments proceeds with the same 
data and assumptions as in Chapter III — the key being that 
downpayments are assumed to remain at 25 percent of pur- 
chase price. 



V COilPONENTS OF HOUSE PRICE INCREASE 

Changes in housing cost components are computed 
from the data and assumptions described for first-time 
buyers of new housing. Percent contributions are com- 
puted according to the following method. Calculate the 
total dollar increase in housing costs 1970-1975. Cal- 
culate the dollar increase from the increase in actual 
sales price alone in the period and compute what per- 
centage that (plus part of the hazard insurance cost 
increase corresponding to rising sales price) con- 
stitutes of the total increase in costs. That. provides 
sales price contribution. Then compute the further 
dollar cost increase from the actual rise in interest 
rates (with sales price at* 1975 levels) and compare it 
to the total cost, providing mortgage interest's con- 
tribution. Do the simple calculation for each operating 
cost. 



VI THE POTENTIAL OF FEDERAL ACTION TO IBIPROVE 
AFFORDABILITY 

The methodology for computations in this section 
is an extension of the straightforward approaches already 
discussed. 
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GLOSSARY 



FHA . Federal Housing Administration. 
FHLMC. Federal Home Loan Mortgage Corporation. 
FNMA . Federal National Mortgage Association. 
GNMA . Government National Mortgage Association. 
HUD . Department of Housing and Urban Development. 
VA. Veterans Administration. 
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TW CHjiiKXAX. Ttuink too- Senator Brooke has to leave right 
awar, 00 1 vrill yield to him. 

Senator Bbtxike. Thank votu Mr. Chairman. Mr. Schechter, I am 
Hire yon are well aware of the high respect I hare for too. I was 
really sarprised at labor's position cm this leffislarion. I am well 
aware of yoar st^irmg positicm on tax expenditures. I nnderstand the 
biistory of it and the reason for it. 

I o^rionsly do not agree with yoa in this particalar case. But I can't 
tmderstand the strong position that yoa hare taken an GPMs. I think 
yoa are the only witness that has testified before as. who has taken 
^ch a strong pontion cm GP^Is. And I think even ^Ir. Mimdel's testi- 
mony and his reference to ^Home Ownership and The Changing Bela- 
tionship of Costs and Inccnne and Possible Federal Soles.^ which is an 
excellent stady whidi I hare referred to qaite extensively, points oat 
the need for an alternative mortgage instrument. 

In think it states clearly and unequivocably that that high nnxithly 
mortgage payments is the primary problem for first-time hcHne bayers^ 

You make a statement in your paper that the standard mortgage is 
performing very welL And you seem to have completely overlooked 
the fact of inflation^ Certainly your labor constituency' falls within 
that $15«000 income group that we are trying to help. Both the chair- 
man and I are in agreement on GPM's, and we feel that there is a 
need for a new mortgage instrument. 

In addition, though the primary purpose of the bill is to benefit the 
first-time home buyer, certainly the secondary purpose was to stimu- 
late housing construction in the country, which I am sure you would 
agree needs some assistance. 

Now I will give you an opportunity to respond to everything that I 
have said, but my question is: we have heard much testim<mv again 
including Mr. Kaplan's, that indicates that GPM's could benefit a sig- 
nificant number or families. 

Dr. Shalala maintained that it is not just the upward mobility fam- 
ilies who would benefit, but any family who expects their nominal 
income to grow at the rate of inflation. 

Could you say why you are opposed to giving the young buyer the 
opnortunity of choosing this mortgage instrument? 

Mr. SciiFX'HTER. Senator, let me approach this perhaps from a few 
different considerations. 

First: As I pointed out in my testimony, the additional cost to the 
average worker— I actually used in making this calculation a $15,000 
income for the family that vou used— the $6,000 would amount to 
approximately 1 percent of lifetime income. 

1 think that is a high price to ask people to pay to have this option 
given to them, when there are other alternatives. 

Now I certainly share your concern, sir, for helping people to ac- 
quire housing that they need and for seeing that we have more con- 
struction. 

Senator Brooke. Doesn't that ignore the inflation and the increasing 
value of the property ? 

Mr. ScHFXJHTER. The increasing cost of the propertv, I know there 
has been a lot of talk, and if, and I emphasize the "if," which is the 
way the Harvard-MIT study used it, if we had an additional increase 
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in costs over the next 6 years that we had over the last 5 years, by 
1981 we would have the $78,000 median home price. 

That "if" is very important. It is like saying if we had another 
period when we had a quadrupling of oil prices, when we had the con- 
junction of a crop failure and the disappearance of the anchovies 
from the Peruvian coast. 

Senator Brooke. But you and I have seen it creep up to $48,000. 

Mr. ScHECHTER. We have. I don't think though we will have the 
same conjunction of factors that we had before. I am not saying we 
are not going to have inflation. 

Senator Brooke. I am not saying we are ; I don't know. 

Mr. Schechter. But on the other hand, when we go to a graduated 
payment plan, we are providing for building in inflation, because we 
are saying the person is going to have to fe increasing his housing 
payments from what he started with. 

Therefore he is going to have to have a higher income. Even if it is 
somebody who otherwise mi^ht not have a higher income, he is going 
to iiave to fight for a higher income. And therefore we are building in 
an inflationary problem. 

Senator Brooke. Actually, with that increased cost of the monthly 
payments to the buyer, there would be an increase in income. That is 
the theory on which this is based. 

Mr. Schechter. Sir, when the total cost over 30 years, and a great 
many people live in their homes for 30 years as we see from the 
mortgage-free homes, is $6,000, this is an increased cost as compared 
to a fixed-payment mortgage. 

Senator Brooke. Do you actually believe the wealthy family would 
postpone purchase of the first home in order to take advantage of the 
IHA? 

Dr. Rosen told us yesterday that this would not make economic 
sense for the upper income family, because of appreciation in the 
value of the home during that 4-year period. 

You probably heard the dialog I had with Dr. Woodworth this 
morning. Do you really think the wealthy family would postpone the 
purchase ? 

Mr. Schechter. Not the wealthy family, but as you know. Senator, 
now we have a lot of single persons forming households and even 
buying homes. And I can think of some personal instances of young 
men in their latter 20's who aren't married yet, with good incomes, 
who could very well adopt this provision. 

I don't know if it will be a wholesale sort of thing. But if you wish, 
Senator, I also referred to the possible cost — I really cited the HUD 
$6 billion and perhaps that is somewhat high. But if we just look at 
the thing, even if 1 million home buyers used the maximum amount of 
IHA deposits 

The Chairman. I am sorry, I have to interrupt. I have to run, and 
I will be right back. 

Mr. Schechter. Even if 1 million used it, this would mean about 
$10 billion in exempt income put into savings. 

And at 26 percent, $2.5 billion is right there. Well, even $21/^ billion 
I think is a substantial sum, and if perhaps half of those home buyers 
would have bought homes anyway, I think it is a rather unnecessary 
expenditure. 
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Senator Brooke [presiding]. Have you compared that with the 
cost of a shftUow subsidy ? 

Mr. ScHECHTER. Well, when vou speak of shallow subsidy, I assume 
you mean going to people who in a way have passed the means 
test 

Senator Brooke. I am not quite sure we would agree on what the 
means test is. 

Mr. ScHECHTER. An income level. 

Senator Brooke. Right. As you know, I have indicated a willing- 
ness to place an income limit in this bill. 

I haven't said just what it will be, but it would be in the range I 
think we are talking about. 

Go ahead, excuse me. 

Mr. ScHECHTER. Ou the so-called shallow subsidy, something like 
the tandem plan, certainly it is a one-time proposition, and if the 
Government absorbs a 10-percent discount, actually it was 8 percent 
I think toward the latter part of the Brooke-Cranston operation, on 
a $40,000 home, say it might be $4,000, if the mortgage is $40,000; the 
price of the home it might be somewhat more. 

Senator Brooke. Mr. Schechter, you point out in your testimony 
how home ownership expanded from 44 percent of the occupied units 
in 1940 to 63 percent in 1970. 

During this period inflation averaged approximately 2 percent, and 
the average interest rate was in the range of 5 percent. 

In this environment the level payment mortgage worked well to 
expand home ownership opportunities. 

Do you really think that the level payment mortgage can work as 
well to expand home ownership opportunities in an environment of 
6 to 7 percent inflation, which we have today ? 

Mr. Schechter. Well, let's look at what happened during 1976 and 
the latter part, particularly. Thanks to the Brooke-Cranston bill, I 
think, there were 274,000 mortgages purchased in 1975 and 1976 by 
GNMA at below market interest rates. These were mostly 7^/^ to 8 
percent. At the same time, the market forces happened to be in con- 
junction, so that in 1976 we got some decline in the market interest 
rate, perhaps from 9 to 8\^. 

I think some further improvement of that sort is not impossible. In 
that environment, in the present environment, with such financing, 
we had single family home starts at the rate of about 1.4 million, we 
have new home sales at a record rate of about 800,000 a year — ^not a 
record for all time, but a very good record. 

I think we could get some additional improvement, and we need it. 
I think this can be done by some attention to monetary policy, by 
some of the interest rate subsidies we have. And furthermore, to the 
extent that we are ^oing to meet other housing needs, I think the need 
is in the area to which you have given supx)ort so well in the past, for 
the low income rental housing programs. 

Senator Brooke. You are well aware, Mr. Schechter, that there was 
a delay in home purchases because of the fear of the recession in 1974 
and 1975. 

Mr. Schechter. I think, Senator, there was a sequence of events. 
First, before the recession we had 9^4 &i^d 10 percent mortgage inter- 
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est rates, and that is when the starts really began to plummet. The 
demand fell away. And that brought us into the recession. 

So that I think if we can manage to bring down the interest rates, 
instead of having them go up, we might do better. 

Senator Brooke. There is no question about that. I think that we all 
favor reduction in interest rates. The question is how. 

Mr. ScHECHTER. Well, as I have said many times here before, I be- 
lieve we have to get to a new method of credit regulation, instead of 
a single instrument that we have, which is tight money policy, so- 
called general tight monetary policy. 

But we know from repeated demonstrations over the last 25 years 
that it is not general. It becomes a selective policy which falls pri- 
marily on housing, and secondly on State and local government con- 
struction, and unless we get to another way of restricting the use of 
credit, which is more equitable, I am afraid we will continue to have 
the pattern we have had. 

Senator Brooke. I just want to mention again that what we do is 
to give the home purchaser an option between the level payment mort- 
gage and the GPM. I think most would agree that what we are trying 
to do is find a new mortgage instrument, that the level payment mort- 
gage does not take care of some of the problems that are facing us 
today, such as inflation. 

Mr. Schechter. I would certainly like to see a trial. We have an 
experiment that has just started. It can operate in 19 States, which is 
not a small area of the country. There is also a good deal of experi- 
mentation going on in conventional financing of GPMs. Can't we try 
to get some experience before we — it won't take too long to run 
through one cycle — before we embark on something untested ? 

Senator Brooke. In your statement, you did recommend a trial ex- 
periment through one business cycle. What do you see as the advan- 
tage of a trial, especially when you take into account that the experi- 
ment is limited to only 1 percent of the mortgages ? 

It seems to me, as Mr. Smith testified yesterday, since HUD is 
involved in only 8 to 10 percent of the total mortgage insurance mar- 
ket, a 1 percent sample is not extensive enough to make a complete 
analysis and provide us with an accurate picture of GPM- activity. 

Mr. Schechter. I think we might get something like 5,000 loans a 
year out of that. In addition, there are the ongoing lending GPM 
programs, particularly in California, by conventional lenders which 
jcould be looked at. 

Senator Brooke. I have some more questions that I will submit to 
you for the record. And thank you, Mr. Schechter. As I said earlier, I 
would hope that, since I know labor's purposes are the same as those of 
the chairman and my own, we can work as allies in this effort. 

I think you would agree that there is a need to help people purchase 
that first home. 

Mr. Schechter. There is no disagreement on that, sir. It is just a 
matter of which alternative we use. 

Senator Brooke. Right. Mr. Mundel, you testified that the effect of 
the GPM on first-time home buyers would be substantial. 

Could you estimate how many families who could not otherwise 
afford a home would become likely home buyers under the GPM 
program ? 
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Mr. MuNDEL. We have not attempted to do that kind of estimate 
and I am not sure whether there are enough data on the determinants 
of first-time purchase to allow a really concrete assessment of the 
number of people that would be moved into that group. 

But I will check on that. 

Senator Brooke. I wish you would give serious consideration to 
that. Obviously that would be the other side of the question I asked 
Mr. Schechter. 

I would like to know what we are talking about in terms of num- 
bers. And it would be a significant factor in the passage of the legisla- 
tion. 

You indicate in your statement that the IHA would not provide 
much improvement for low and moderate income first-time home 
buyers. I would agree that lower income home buyers who cannot 
afford to save toward a downpayment could obviously not be bene- 
fitted. Your chart on page 11 (see page 328), shows there would be a 
real benefit for families with a gross income of $11,000 to $14,000. The 
chart on page 6 (see page 323), shows that the greatest percentage of 
first-time home buyers fall into the $10,000 to $15,000 income category, 
29.1 percent. 

Now wouldn't this be the group most likely to take advantage of the 

Mr. MuNDEL. Well, I think the one thing we don't know, Senator, 
is whether or not families with incomes of that range can afford to 
contribute substantial amounts to individual housing accounts, and 
therefore take advantage of the tax exclusion on those accounts. 

We do not have good enough data on their savings patterns, nor on 
whether or not if these additional tax incentives were provided, their 
savings would change. 

Senator Brooke. I want to thank you, Mr. Schechter, and Mr. Mun- 
del, for your excellent testimony, and I also will ask you to continue to 
work with us and see if we can't find some solution to this very serious 
problem. 

Thank you. 

Mr. MuNDEL. We would be happy to do that. 

The Chairman [presiding]. Mr. Schechter, in your statement you 
talk about the GPM cost of the home buyer over the life of the loan, 
and you discussed that with Senator Brooke. 

That seems to me to be a choice that the home buyer can make. He 
makes it anyway, instead of taking a 10-year mortgage, or 20-year 
mortgage, he takes a 30-year mortgage. The longer the mortgage, the 
more he pays, and he pays a whale of a lot more if it is a longer term. 
So that fact by itself, it seems to me, should not necessHrily make it 
wrong to give him this choice, as long as he understands what he is 
doing. 

Furthermore, you said there are many people who live in the same 
house for 30 years. That is true. Millions do. But also the average, 
most people, don't live in it that long. The average is 8 years. And 
they therefore will never pay most of that interest. 

Mr. Schechter. Well, this raises a question, of course. Would the 
program permit somebody to purchase a home under the graduated 
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payment plan, live there the first few years when the payments are 
lower, the debt increases, and then sell it or try to sell it, leave it with 
the larger debt, and he has had the benefit of lower payments? 

The Chairman. But of course that depends on what happens to the 
economy, what happens in the locality. If we have serious inflation, 
and if the value of the property increases, he is in good shape. He 
makes that judgment though to begin with if he is informed. 

And isn't it analogous to the fact that you do have somewhat the 
same situation if you take a long-term mortgage. You pay a lot more 
interest on a 30-year mortgage, and I mean a lot more than $6,000. 

Mr. ScHECHTER. But you are not letting yourself in, when you do 
that, for the higher payments later, whereas in the graduated pay- 
ment mortgage, the buyer, although he makes that choice, sure; but 
there is the danger that we will get more and more lenders who might 
want to "sell" that type of mortgage, especially when money happens 
to be fluid, in good supply, and during such periods we might get 
many people, I would say "sucked into'- such mortgages. 

The Chairman. Dr. Mundel, you had a very interesting point here. 
Your statement emphasizes that the people who are having difficulty 
aflFording homes today are first-time buyers. 

At the same time you say that 60 percent of the home buyers in 1974 
were first-time buyers. You show on page 6 (see page 323), that the 
overwhelming bulk of the first-time buyers are between 18 and 34 years 
old, the group we call the young family. Am I correct that you deduce 
from these data that the affordability gap problem is not so much 
based on youth as it is on deeper economic diflFerences between buyers 
and nonbuyers ? 

You say the people who are managing to buy first homes are the 
young middle-class families, who are succeeding in saving a down- 
payment, while those who are not buying are the families who are 
and remain moderate income people. 

Mr. Mundel. Yes; first-time buyers are predominantly middle 
income. 

The Chairman. We have stressed this as something that will help 
people in all levels. I think you emphasize that that may not be quite 
as much the case as we would like to belieye. 

Mr. Mundel. Yes; I think we are finding that homeownership 
among young families continues to be quite strong, even under the 
fixed-payment mortgage terms, and under the current patterns of tax 
treatment of savings accounts. 

The Chairman. So the moderate income people we all want to help, 
as Senator Brooke and Mr. Schechter both agreed, the $15,000 family 
who are on a fairly steady income, probably wouldn't get as much 
help from this. Is that right ? 

Mr. Mundel. Yes; affordability of housing for those people has 
declined, but they continue largely to be either homeowners, or if they 
are young families, to be first-time purchasers of homes. The propor- 
tion of families that are homeowners, even during this period of de- 
clining affordability, continues to grow. 

The Chairman. Mr. Schechter, would your concern about the 
higher long-term cost of GPM's be answered if we had something 
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like the truth in lending requirement on the finance charge, that we 
require them to show what the finance charge is, and we show the 
bottomline, 30-year cost, in both cases ? 

Mr. ScHECHTER. I lecommcnded that that be done in the experi- 
mental program. 

I might note that just recently the Federal Reserve Board in its 
truth in lending regulations is requiring that that sort of comparison 
be shown on the variable interest rate mortgages made by conven- 
tional lenders. 

The Chairman. I presume we might have the same requirement 
here. We could require that in the law. 

Mr. ScHECHTER. This happened very recently, and I would hope 
you would include that. 

The Chairman. We deal with that, so the home buyers know what 
they are getting into. 

Wouldn't that meet a large part of your problem? After all, it sim- 
ply tells him what the facts are, and if people want to make mistakes, 
or want to take advantage of a situation, wny not let them do it? It is 
a free country. 

Mr. ScHECHTER. It is a free country, sure, but there are alternatives 
of policy, and we would be encouraging this route to meet housing 
needs, instead of the route we have been using, which it is almost a 
redistribution question. The percentage of national income going to 
net interest payments, that line in the national income accounts called 
net interest payments, has gone up over the last 40 years from 1 per- 
cent to 6 percent. It keeps rising. It rose pretty quickly in the last few 
years. More of the income flows to those who happen to have funds 
and large savings, and therefore, can get interest returns. 

And this is the route we would be choosing if we go along with the 
^aduated payment. Because all of that extra cost to the home buyer 
is really extra payments for interest. 

Now we can say this is a matter of free choice of the individual. But 
it is also a matter of what policies we bless, in effect, and enact into 
legislation, to use as a vehicle to help people obtain homes. 

The Chairman. Mr. Mundel, would I be correct in concluding from 
your statement that you would prefer an interest-rate subsidy for 
moderate-income home buyers, and a savings account subsidy for all 
first-time home buyers ? 

Mr. Mundel. I think it is fair to point out that those are two of the 
alternatives; one would lower the monthly carrying costs; the other 
would increase affordability of downpayments. We do not as a policy 
of CBO make recommendations or state preferences among alterna- 
tives. Those are alternatives. 

The Chairman. Mr. Schechter, you are concerned about what will 
happen to people if they take GPM's and can't afford the increased 
payments. 

Would it help if lenders were required to allow them to refinance 
without a prepayment penalty ? 

Mr. Schechter. That would certainly make it more palatable to 
those people who choose it. But every additional benefit that the 
lender allows, he is not going to give it away free. As was indicated 
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here this morning, the insurance premiums will be higher than on a 
regular mortgage. 

Of course, each additional benefit of that sort means a higher pay- 
ment by the borrower. 

The Chairman. Mr. Mundel, would you like to comment, based on 
your research, on Dr. Bosen's projection that median home prices 
will reach $90,000 in 1986 ? 

Mr. Mundel. Well, we have done some short range 5-year projec- 
tions as to the rates of inflation which go out to 1982. I have not 
checked whether his assumptions in the near term agree with ours. We 
do not have long-term — to 1986 — projections of inflation. I think any 
of these projections, either projections of inflation, unemployment, or 
levels of income growth are, of course, highly uncertain. 

The Chairman. Well, that is a polite way of saying it. They are 
often wrong. It is tough enough to try to estimate the inflation we 
will have next year, and to estimate it 10 years from now is like 
estimating the weather. 

Mr. Mundel. That is one reason we stopped at five, although we are 
nervous then, too. 

The Chairman. Dr. Schechter, in your statement you say a number 
of States already have conventional GPM's. How long have these pro- 
grams been operating and do you feel they might provide a record 
which we should be examining in considering this bill ? 

Mr. Schechter. I think particularly in California there have been 
a number of large lenders that have had these programs going for a 
year or more. 

The Chairman. GPM's? 

Mr. Schechter. Yes. 

The Chairman. I know they have VRM's in a big way. 

Mr. Schechter. GPM's also. And I believe that perhaps through 
the Federal Home Tjoan Bank Board or some of these lenders mi^t 
be quite willing to cooperate, that a record could be provided. 

But I would urge, Mr. Chairman, that an evaluation not be made 
until we have gone through a business cycle. In other words, until 
people really get hurt everything looks good. 

The same is true of the VRM's they have been making in Cali- 
fornia, until such time as they have to start raising the rates. So I 
think to really test it, we ought to go through one cycle. 

The Chairman. Well, I am not sure how long those programs have 
been operating. We certainly have been through a pretty rough cycle, 
the worst recession since the deep depression, over the last 4 or 5 
years, 1974 was a honey. 

Mr. Schechter. I think if there is any substantial record for that 
period, it should be looked at, yes. I am doubtful whether there are 
any that go back that far. 

The Chairman. Very good, gentlemen. I want to thank you very, 
very much for your excellent testimony, it has helped our record 
greatly. 

The committee stands adjourned. 

fThereupon, at 1 :05 p.m., the hearing: was concluded.] 

[Additional material received for the record follows:] 
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STATEMENT BY LEON T. KENDALL ON BEHALF OF 
MORTGAGE GUARANTY INSURANCE CORPORATION 
MILWAUKEE, WISCONSIN 
ON S. 664, 
THE YOUNG FAMILIES' HOUSING ACT 



We are pleased to have an opportiinity to express 
the views of MGIC on the "Yoiing Families' Housing Act", 
S. 664, introduced by Senator Edward Brooke. This is 
an exciting piece of legislation. It identifies a need, 
proposes a workable solution, and most importantly, enlists 
one of the deepest well-springs of the American character, 
personal incentive for self- improvement in the solution of 
an urgent national problem. It puts the challenge up to 
the specific group most concerned, the yo\ing families 
themselves, and it calls on the free market system to pro- 
vide maximum support to their efforts. 

We refer particulairly to Section 3 of S. 664, the tax 
incentive plan, permitting accumulation toward the down 
payment on a home in a tax free savings account of up to 
$10,000 by a first time homebuying family. The Individual 
Housing Accoiint (IHA) invites a growing number of young 
Americans to help themselves. These au:e the sons and 
daughters of the men and women who used their GI loan 
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privileges to solve their personal post World War II 
housing shortage. The program provides an excellent 
market test of how strong the demand is and how sorely 
people want it to be met. 

Americans typically are people with a dream and that 
is true of both young and old. By challenging that young 
household to work for achievement of its homeownership 
dream and pledging government support to make it easier, 
we can create habits and values which will serve this 
nation and those individuals in good stead for years to 



The IHA account would not only help prospective home- 
buyers to save systematically for their hone purchase, but 
also provide great stimulus to thrift and capital formation 
in this nation. The disincentives to saving, flowing from 
the nation's heavy tax burden, and the present high levels 
of inflation, can be tenqpered by the IHA account. 

The housing support program is aimed at people rather 
than at stimulating lenders, builders, developers / or 
housing market investors. In this age of consumerism such 
focus deserves significant testing. Also, young families 
will not necessarily buy new houses. As most of us know, 
first time car buyers who cannot afford new cars frequently 
buy older, used cars. The same thing happens in housing. 
A review of our M6IC mortgage insured borrowers (nearly 
two-thirds of the borrowers insured by MGIC in 1975 were 
in the group 33 years old and younger) , indicates that in 
the past three years, 63.8% of the 5% and 10% down loans 
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mada by our lenders were on existing rather than new 
hoxises. The average high-ratio (90%) loan In 1975 was 
a mortgage of $30,164 on a house worth $32,321, to a 
family with an income of $1,513 per month. Thirty- 
eight percent of those properties in 1975 were in a 
city; 56% %rere suburban and 6% were rural, lie submit 
that a young family with few down payment dollars is 
more likely to buy an existing home, probably in the 
city, rather than a new home in the suburbs. We believe 
that is good for this country. Older neighborhoods are 
most likely to be revitalized by new families of all 
ethnic and racial origins, with an equity stake in the 
property, a desire to make that house a home and a 
commitment to make that community the kind in which 
they want to live. 

Just as the IRA (Individual Retirement Account) 
has provided unique incentives for men and women saving 
for retirement, so too, the IHA (Individual Housing 
Account) can do the same for another deserving group of 
our society. The wide publicity it will receive from 
saving institutions is one major key to success. In 
both instances, inflation, caused as much by government 
as any other force, has been responsible for the special 
problems these young and older households face. 

Section 2 of S. 664 we also see as a step in the 
right direction. M6IC has been an innovator in home 
lending techniques throughout its corx)orate life. 
Through private mortgage insurance , we pioneered and 
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encouraged first 10% down and 5% down conventional home 
loans. These loans were the fixed rate, long term contract 
now standard throughout the mortgage industry. It is now 
time to adopt legislation and regulations to encourage 
greater experimentation in the marketplace with other 
forms of alternative mortgage instrttroents. We are ready 
to aid in another pioneering effort and stand ready to 
open our present policies to encompass a conventional 
graduated payment mortgage to worthy borrowers. Just as 
the exper indentation with savings accounts in the 1960 's 
with thrift institutions, moving from a single passbook 
account to a family of. certificates and accoiints, enabled 
the thrift industry to attract greater savings f\inds for 
housing, so too, new home financing options tailored 
specifically to particular segments of the population 
hold great promise in helping to house young families 
today. We feel the mortgage insurance industry of the 
nation, given appropriate safeguards, can \inderwrite 
such contracts and provide greater service for more 
American families. 

In summary, S. 664 is a forward step enabling the 
thrift and home financing industry of this nation to 
respond positively to the challenge placed before it by 
a new generation of first-time homebuyers. We applaud 
the use of personal incentives and the unleashing of 
free market forces offered through the Individual Housing 
Accoxint. We believe the Individual Housing Account will 
cause young families to re-order their priorities and 
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start the process which will enable them more quickly 
to attain individual homeowner ship , one of the basic 
building blocks of the stability of this nation. 
Authority to permit the making of graduated payment 
mortgages is also a step in the right direction. We 
urge that it be extended to conventional loans and 
pledge our services in underwriting such contracts 
for worthy borrowers. 



Leon T. Kendall, President 
Mortgage Guaranty Insurance Corp. 
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Princeton University woodrow wilson school 

OP PUBLIC AND INTERNATIONAL APFAIRS 
PftlNCBTON, NBW JSftSBY 0854O 



April 7, 1977 



Senator Edward Brooke 

Dlrksen Senate Office Building 

Washington, D.C. 20510 

Dear Senator Brooke: 

Thank you for the opportunity to testify on the Young Families 
Housing Act. I hope that we have helped open a few ninds to the 
problems that will be confronting the housing market in the next 
few years. I have enclosed a copy of my calculation on the probable, 
not the maximum cost of the IHA. Both HUD and Treasury were using 
assumptions meant to put the program in the worst possible light. 
1 would suggest that you ask GAO and CBO to provide you with cost 
estimates for the unrevised and then a revised version of the plan. 
I think a revision putting an income limit of $20,000 and making 
the IHA a tax credit of say, $500, %fOuld substantially satisfy the 
objections of the administration. The concept seems to, me extremely 
valuable. Savings for housing plans of some type are used in most 
industrial countries of the world. I would propose that you ask GAO 
or CBO again to provide background material on these various plans. 

Again, I appreciate the effort you made in behalf of the bill. * 
We may not have won this battle, but as anyone in the housing field 
can tell you, the problems are indeed real. If HUD bureaucrats would 
establish some real world contacts, they would realize that it is not 
a problem of economic theory but the cruel reality of a highly in- 
flationary housing market that we are facing. As will be reported 
next week by the National Association of Realtors, prices in the 
western region of the country rose 23. 5Z in a one year period! The 
housing price explosion is not a distant fantasy but a reality, and 
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Senator Edward Brooke April 7, 1977 



within 1 or 2 years It will be considered of crisis proportions. 
HUD unfortunately has no ability to assess this problem. 



I hope to see you again soon. 



Sincerely, 

Kenneth Rosen 

Assistant Professor of Economics 
and Public Affairs 



KR:mcl 
end. 
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Appendix A 
Cost of IHA 



The method used below to compute Che cost of the IHA relies on 
actual behaviorial experience from the Canadian RHOSP plan. This data 
extrapolated to U.S. environment should be far more reliable In texms 
of estiioating participation rates, maxirnlum savings amount, etc., than 
the HUD-Treasury estimates which rely on unreali-stic assumptions con- 
cerning probable participation in the IHA program. 

Ihe following assumptions were made in translating the Canadian to 
American participation rates and cost figures. First, the Canadian RHOSP 
account numbers (for individuals) were converted to a household equivalent 
figure. It was assumed that 15Z of RHOSP accounts were held by individuals 
and .85Z by husband-wife households. This Canadian data was then used to 
calculate probable U.S. participation rates. The procedure used was to 
multiply the Canadian figures by a factor of 8, which is the average , 
ratio of Canadian single family housing starts to U.S. single family housing 
starts for the 1973-1976 period. The multiplier procedure based on starts 
probably overstates potential U.S. participation as a somewhat higher 
portion of Americans already own their own homes and so would not be eligible 
for the program. 

In calculating the dollar cost of the program it was also necessary to 
account for underutilization of the account (that is households savings less 
than the maximum amount on both an annual basis and over the life of the 
account). The Canadian data indicates that in the first year households 
saved on average 86% of the maximum $1,000 allowed under the RHOSP provision. 
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Batimatad Coac of tha IHA 
Baaad on Canadian Exparlanca 



VuBibar of Bouaeholds 
Batting Up Plan 
(Basad on Canadian 
Participation Rata) 



Htnbar of Houaeholds 
Snrollad in Plan ^^^ 



Aggragata Aaount 
Savwl (2) 



IStlJMttsd 



(3) 



lat Yaar 1.1 •illion 
2nd Year 1.0 ■illion 
3rd Yaar 1.0 «llllon 
4th Year 1.0 ■illion 
Staady-State 



1.1 ■illion 
1.935 ■illion 
2.729 «illlon 
3.404 million 
3.404 «illion 



2.365 billion 
4.160 billion 
5.867 billion 
7.318 billion 
7.318 billion 



391mitUoa 
1.04bllllo« I 

^•♦•hilllim 
1.83billlcm ^ 
1.83 blllios 



(1) Aaauaing 15% uaa the plan' in yaar following initial setup, afwl that 
15% additional use the plan In yaar 2 and 3, and that 551 use the plan 
after 4 full yeara of enrollaMnt. 

(2) Aaauning each houaahold aavea 86% of $2500 maxlaia ($2150). 

(3) Aaauaing average 25% tax bracket of houaahold. 
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